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accept/reject criteria are not sufficiently 
precise. I wish Professor Sorter and his 
associates had been less suble.” Sprouse 
stated, “I have no illusions about the use 
of such a document to prove that a par- 
ticular accounting standard is ‘right’”’ 
[1974, p. 28]. These doubts about the 
accomplishments of the Trueblood Re- 
port are very similar to our reservations 
about the fruits of the FASB’s labors. 

Since our conclusion about the poten- 
tial value and effect of the FASB’s 
objectives and definitions is pessimistic, 
we are led to inquire into the very nature 
of objectives of financial accounting and 
the fundamental difficulty of defining 
them in a social setting. The inability of 
different authoritative drafts of objec- 
tives produced in the last decade to 
achieve general acceptance on a con- 
ceptual framework is hardly due to the 
lack of diligence on the part of their 
authors; it may stem from addressing the 
wrong problem. 


3. THE NATURE OF OBJECTIVES OF 
FINANCIAL ACCOUNTING 


An objective is something toward which 
effort is directed, an aim or end of action, a 
goal [FASB, 1974, p. 13]. 


Financial accounting is a social or 
multiperson activity. Members of society 
engage in financial accounting or in other 
social activities when they are motivated 
by their individual goals and objectives. 
We shall assume that the meaning of the 
terms “goal” and “objective,” as they 
apply to individuals or homogeneous 
groups of individuals, is self-evident for 
the purpose of the present discussion. 
Given a clear definition of the objectives 
that motivate each individual to engage 
in an aspect of a social activity, what 
meaning can we assign to the term 
“objective” when it is applied not to 
individuals or groups, but to the activity 
itself? In what sense can a social activity 
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be said to have an objective? 

We suggest three different interpreta- 
tions of the meaning of the objectives of 
a social activity: functional objectives, 
common objectives, and dominant group 
objectives. In this section we shall first 
explain the meaning and implications of 
each interpretation and then examine the 
nature of the objectives of financial 
accounting in light of these interpre- 
tations. 


Functional Objectives 


The union of individual objectives 
could be referred to as the objective of 
the social activity in a functional sense. 
A functional explanation of social phe- 
nomena assumes that the consequences 
of a social arrangement or behavior are 
essential elements of the causes of that 
behavior (see Stinchcombe [1968], esp. 
pp. 80-100). Objectives that motivate 
individuals to engage in an activity on a 
continuing basis must also be the conse- 
quences of the activity; otherwise the 
individuals will not continue to engage 
in it. Thus, the functional explanation 
implies that the union of individual objec- 
tives can be identified without probing 
into the motivations of individuals by 
simply observing the set of consequences 
of the social activity. These consequences 
themselves therefore can be regarded as 
the objectives of the social activity. Since 
the consequences are observable phe- 
nomena, they can be objectively deter- 
mined. However, the set of consequences 
may be so large that a complex and 
lengthy description may be the result. 
Nevertheless, a statement of conse- 
quences is one possible interpretation of 
the objective of a social activity. 


Common Objectives 


A second possibility is to define the 
intersection of individual objectives, i.e., 
the subset of objectives common to all 
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individuals, as the objective of the social 
activity. By definition, common objec- 
tives are equal to or fewer in number 
than the functional objectives. If all in- 
dividuals are motivated by an identical 
set of objectives, common objectives are 
the same as the functional objectives; if 
each individual is motivated by different 
objectives, the intersection is null and 
there are no common objectives. 


Dominant Group Objectives 


A third possible interpretation of the 
objectives of a social activity is the objec- 
tives of an individual or subset of all 
individuals in the society who are able, 
through whatever mechanism, to impose 
their will on all others involved in the 
activity. In the presence of such a domi- 
nant group, the objectives of individuals 
not included in the group become irrele- 
vant, since the dominant group objec- 
tives become the objectives of the social 
activity. Obviously, this interpretation 
cannot be used if the dominant group 
does not have the power to impose its 
will on the society. 


Accounting as a Social Activity 


Accounting is a social activity engaged 
in by (1) corporate managers who per- 
form in activities that are recorded by the 
accounting system; (2) corporate ac- 
countants who gather the data and com- 
pile the reports; (3) auditors who scruti- 
nize and attest to the fairness of the 
reports; (4) outside government and 
private agencies, investors, employees, 
customers, efc., who read these reports; 
and (5) college and university personnel 
who train their students in accounting. 
Each group of individuals engaged in 
financial accounting possesses its own 
private motives or objectives leading to 
this involvement. In the light of the three 
possible interpretations of the objectives 
of a social activity discussed above, what 
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meaning can we assign to the objectives 
of financial accounting? 


Functional Interpretation of 
Accounting Objectives 


Since all consequences of accounting 
are included in the functional interpre- 
tation of objectives, consider the follow- 
ing sample of objectives that would . 
qualify under this interpretation: 


1. Increase employment of accoun- 
tants, auditors, and teachers of 
accounting; 

2. Help companies market their se- 
curities to creditors and investors; 

3. Help outsiders monitor the per- 
formance of management; 

4. Maximize the wealth of the present 
owners of the company; 

5. Minimize income tax burdens of 
companies; 

6. Aid in controlling inflation; 

7. Disclose the impact of enterprise 
operations on the quality of the 
environment; 

8. Help management avoid hostile 
takeover attempts; 

9. Systematically record, classify, and 
report data on the business trans- 
actions of the enterprise; 

10. Aid in enforcing anti-trust laws. 


Each of the objectives listed above 
could be viewed as legitimate by one or 
more sets of individuals involved in 
financial accounting. Note that a com- 
plete description of the consequences of 
financial accounting will include not 
only “facts” but what is regarded as 
“fiction” by specific individuals. For 
example, a manager may regard the 
avoidance of hostile takeover attempts 
as a valid objective of financial statements 
while a shareholder may believe that the 
effect of financial accounting practices 
on avoidance of hostile takeovers is 
non-existent. In order to be included in 
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the set, it is sufficient that someone 
involved in financial accounting believe 
in that consequence or use it as a per- 
sonal objective. Note also that this set 
includes contradictory objectives and 
consequences. For example, manage- 
ment may believe that one accounting 
method for inventory accounting will 
help market the firm’s securities, whereas 
shareholders may believe that an alterna- 
tive inventory method is more revealing 
of management’s competence. Similarly, 
the objective of accountants to increase 
the demand for their services may be in 
conflict with the objective of corporate 
managers to maximize their own or the 
shareholders’ wealth. 

Although probably not intended as 
such, the objectives stated by the FASB 
may be viewed as functional objectives. 
For example, the first objective given by 
the FASB is: 


Financial reporting should provide informa- 
tion that is useful to present and potential 
investors and creditors and other users in 
making rational investment, credit, and simi- 
lar decisions. The information should be 
comprehensible to those who have a reason- “ 
able understanding of business and economic . 
activities and are willing to study the informa- 
tion with reasonable diligence [FASB, 1978, 
para. 34]. 
If “should” is removed from each sen- 
tence, this objective is reduced to a mere 
statement of an empirically verified and a 
widely accepted consequence of financial 
accounting. Financial accounting does, 
indeed, provide information useful to 
investors and creditors, and it is compre- 
hensible to those willing to study the 
reports with reasonable diligence. But, 
being purely descriptive, functional ob- 
jectives themselves cannot serve as nor- 
mative goals to guide policy making. 
Nevertheless, if they are reasonably 
complete, they can serve to improve the 
understanding of the role of financial ac- 
counting in society. 
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There is reason to believe that the 
FASB did not intend to offer its state- 
ment as one of functional objectives. 
First, the statement is far from complete, 


- concentrating on a few facts and a few 


unverified theories about the conse- 
quences of financial accounting, without 
any effort to present, for example, the 
motivations behind the supply side of 
financial accounting services. And the 
normative tone of the statement pre- 
cludes the possibility that the FASB has 
attempted to provide a statement of the 
union of individual objectives of all 
persons involved in financial accounting. 


Common-Objectives Interpretation of 
Accounting Objectives 


A second possible interpretation of the 
objectives of accounting is the subset of 
individual objectives which are common 
to all individuals involved in accounting. 
Cyert and Ijiri’s [1974] model of heter- 
Ogeneous interests can be modified to 
apply to the objectives. Cyert and Jjiri 
use a Venn diagram to illustrate their 
point. The elements of the sets considered 
by them are pieces of information which 
various interest groups—users, man- 
agers, and auditors—may be willing to 
use, provide, or attest, and the intersec- 
tion of the three sets is the actual informa- 
tion provided by the financial statements. 
The choice problem posed by Cyert and 
[jiri could be moved to a higher level of 
abstraction by considering the sets of 
accounting principles that each group 
would prefer to be used in the prepara- 
tion of financial statements. A still higher 
level of abstraction would involve specific 
sets of objectives that each group would 
seek to fulfill through its involvement in 
financial accounting. 

It is conceivable that the intersection 
of the three sets will become progressively 
smaller as we move to higher levels of 
abstraction from pieces of information 
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FIGURE 1 
ACCOUNTING INFORMATION, PRINCIPLES AND OBJECTIVES PREFERRED BY VARIOUS PARTIES 
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(a) Sets of Information in 
Financial Statements 


to accounting principles to objectives, in 
which case the Venn diagrams at the 
three levels of abstraction might appear 
as in Figure 1. 

We do not know whether the intersec- 
tion of the sets grows larger or smaller as 
we move from items of information to 
principles to objectives and vice versa.’ 
Generally, agreement on principles and 
objectives will be easier to obtain if such 
statements are sufficiently vague so as to 
allow room for various interest groups to 
adopt their own interpretations. But 
vagueness, while necessary to obtain 
initial agreement, will reduce the useful- 
ness of a statement of objectives in 
setting accounting standards. The propo- 
sition is borne out by the statements of 
objectives we have seen thus far. The 
vagueness of statements of this nature 1s 
consistent with the level of generality 
at which agreement is sought. It allows 
enough room for each interested party to 
maneuver to protect its own interest 
when actual accounting standards and 
rules are written. 

Some empirical evidence is available 
on the non-overlapping nature of ac- 
counting objectives. In 1976, when the 
FASB carried out a survey to determine 
how many people involved in various 
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(b) Sets of Accounting 
Principles 
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(c) Sets of Objectives 


aspects of financial accounting agreed 
with the Trueblood objectives, the Board 
was surprised to learn that only 37 per- 
cent of the respondents believed that 
providing information useful for making 
economic decisions was an objective of 
financial accounting: 


Let me point this up for you. In our first dis- 
cussion memorandum on the conceptual 
framework of accounting, ... we sought an 
expression of opinion from respondents on 
the following as a basic objective of financial 
statements; it is taken directly from the True- 
blood Report: 


The basic objective of financial state- 
ments is to provide information useful 
for making economic decisions. 


Could there be disagreement with a statement 
such as this? Iam sure you will be astounded 
to learn that only 37 percent of our respon- 
dents were able to recommend the adoption 
of this objective. Twenty-two percent recom- 
mended that it be rejected out ofhand; and 10 
percent insisted that it needed further study. 
It is difficult to believe that only 37 percent 
can agree that the basic objective of financial 
statements is to provide information useful 
for making economic decisions. I think this 


? The question is subject to debate; see, for example, 
the analysis of responses of various parties to the FASB’s 
pronouncements by Coe and Sorter [1977-78] and Watts 
and Zimmerman [1978]. 
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suggests the problem quite clearly [Arm- 
strong, 1977, p. 77]. 


We are puzzled at the Board’s puzzle- 
ment. Why should we believe all groups 
of interested parties would adopt the 
provision of information useful for 
making economic decisions as their moti- 
vation for being involved in the financial 
reporting process? For example, we 
should not be surprised if auditors, like 
everyone else, seek to maximize their own 
wealth through participation in the ac- 
counting process. If the provision of 
economically useful information implies 
greater exposure to the risk of being sued 
without corresponding benefits of higher 
compensation, they will not see the pro- 
vision of economically useful informa- 
tion (however defined) as their objective 
of the financial accounting process. Simi- 
lar arguments could be made about any 
other interested party who might have 
been surveyed by the FASB. The mem- 
bers of each group probably stated what 
they believed were their objectives for 
being involved in the process. 

At present, we do not have data to 
determine which, if any, objectives are 
actually common to all participants in 
accounting. Consequently we cannot yet 
determine whether the common-objec- 
tives approach is a feasible interpretation 
of the objectives of accounting. 


Dominant Group Interpretation of 
Accounting Objectives 


Unlike the Trueblood Study Group, 
the FASB has not stated explicitly how it 
selected its subset of objectives from a 
much larger set of potential objectives. 
But from the objectives which the FASB 
did select, we can infer that it has followed 
the Trueblood Study Group in relying on 
the notion of user-primacy in financial 
accounting.® This notion represents the 
dominant-group approach to defining 
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the objective of a social activity that we 
identified above. 

Most of the discussion appearing in 
the literature on the objectives of finan- 
cial accounting during the past ten years 
tends to rely on the notion of user- 
primacy. Beaver and Demski [1974], for 
example, concentrated their attention on 
the problems generated by the hetero- 
geneity of tastes among the users of 
financial statements, on the assumption 
that this group would be the primary 
group whose interests would be reflected 
in the objectives of financial statements 
officially adopted by the authoritative 
agencies: 


There seems to be a consensus that the pri- 
mary purpose of financial reporting is to 
provide information to financial statement 
users. Yet, the basic, fundamental role of 
objectives within this utilitarian, user-pri- 
macy framework remains obscure—largely 
we speculate because the problem of hetero- 
geneous users has not been forcefully ad- 
dressed. ... A basic purpose of this sum- 
mary and synthesis, then, is to offer a view 
of the nature and role of financial accounting 
objectives that explicitly rests on hetero- 
geneous users [p. 170]. 


Cyert and Ijiri [1974] considered the 
heterogeneity of preferences for informa- 
tion sets among three diverse groups 
(assuming that the intragroup hetero- 
geneity is unimportant) and analyzed the 
problem of determining accounting stan- 
dards under the assumption that the user 
interest is primary. Referring to l(a) of 
our Figure 1, they stated: 


This is a logical, if not a unique approach 
since in’ many user-corporate relationships 
the corporation is accountable to the users for 


8 “While mindful of the importance of the audit func- 
tion, the Study Group has been primarily concerned 
with the nature of information and not its attestability.” 
{[AICPA, 1973, p. 10.] The Trueblood Study Group left 
the problem of attestation and the interests of the man- 
agement to “implementation” and did not consider 
these interests worthy of consideration within the set of 
objectives of financial reporting. 
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its activities. If the users are in a position to 
demand information from the corporation 
based on a contractual or statutory relation- 
ship between them, it makes sense to define 
what Circle U is and then attempt to move 
Circle C toward it. Furthermore, in the inter- 
action of the three groups, the profession’s 
purpose is to help keep a smooth flow of in- 
formation from the corporation to the users. 
Hence, Circle P is clearly subordinate to 
Circles C and U. Thus, it is perhaps the most 
practical way to state as objectives the need to 

move Circles C and P toward the goal of a 

newly defined Circle U [p. 32]. 

If the user group had the power to 
enforce its preferences at no cost to itself, 
the objectives of this group could be 
called the objectives of financial ac- 
counting. This would simplify the prob- 
lem of setting objectives. Indeed, if the 
user group were homogeneous, the prob- 
lem would be trivial. However, there is 
little evidence that the user group has the 
power to impose its preferences on finan- 
cial accounting. 

A considerable amount of confusion 
about the objectives of financial account- 
ing has been generated by comparing 
them to the objectives of the firm. For 
example, Bedford [1974] notes, “‘“The 
basic objective of financial statements is 

. to provide information useful for making 
economic decisions.’ This statement is as 
direct as the statement that ‘the basic 
objective of private enterprise is to make 
a profit’ and it is equally operational” 
Ip. 15; emphasis is added]. Few would 
dispute that, as stated, the profit-maxi- 
mizing objective of the firm is merely a 
shorthand way of stating the objectives 
of the shareholders of the firm under the 
assumption of homogeneous shareholder 
preferences; it does not represent the 
specific objectives of the managers, em- 
ployees, creditors or of any other parties 
inside or outside the firm. Besides, profit 

is a net concept in the sense that it is the 
difference between revenues and ex- 
penses, and its use as an objective implies 
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that additional revenue should not be 
generated beyond the point at which the 
additional cost exceeds it. Provision of 
information for decision making, unlike 
profit, is a gross concept and cannot 
provide guidelines as to how far the firm 
should go in providing information for 
economic decisions. 

The analogy to the theory of the firm 
is more apparent than real. In that theory, 
if the objective is to maximize the 
owners’ wealth, production-investment 
variables can be chosen in view of the 
cost and revenue functions which serve 
as the environmental variables. What is 
the FASB (or any other agency entrusted 
with the task of writing accounting 
standards) supposed to maximize or 
optimize? When the FASB recommends 
that the objective of financial statements 
is to provide information useful for 
making rational credit and investment 
decisions, should we understand that the 
provision of such information should be 
maximized without regard to the cost and 
other consequences of making such in- 
formation available? What are the vari- 
ables over which to optimize, and what is 
the trade-off among these variables? 
Unless these trade-offs are defined, a 
statement of objectives that will be useful 
in arriving at the most satisfying account- 
ing standards cannot be said to have been 
laid down, nor can there be a way of 
determining if the recommended objec- 
tives have been achieved by a given 
accounting standard. 

The extraordinary emphasis of the 
recent pronouncements regarding objec- 
tives of financial accounting on user 
primacy can probably be traced to 
inappropriate applications of single-per- 
son decision theory in a multi-person 
context. In single-person decision theory, 
the generation of information is regarded 
as a more-or-less mechanical process 
which remains unaffected by its ultimate 
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uses. The person making the choice of an 
information system out of the available 
alternatives calculates the expected pres- 
ent value of the benefits to be derived 
from the use of information produced by 
each system and makes the choice on the 
basis of the excess of these benefits over 
the respective costs. The same underlying 
event-generating mechanism is assumed 
to be common to all information systems, 
and it remains unaffected by the choice 
of information system made. This model, 
developed by the physical scientists and 
engineers for the control of mechanical 
or inanimate systems, is inappropriate 
for social systems, where the object of 
control is not an unchanging chemical 
process but a human being with learning 
capabilities. In control systems where 
human beings stand at both the sending 
and receiving end of the information 
channel, the flow of information affects 
behavior at both ends. We cannot choose 
an information system which is best 
suited to the needs of persons at one end 
of the information line on the assumption 
of a constant behavior pattern of the 
persons at the other end. Indeed, the 
two-way effect of the information makes 
the designation of one party as user and 
the other as sender somewhat ambigu- 
ous. A user-primacy notion in the selec- 
tion of objectives of financial accounting 
which ignores how firm managers are 
likely to adjust their behavior to the 
new information system (and how this 
adjustment in management behavior will 
affect the interests of the so-called users) 
represents a very short-sighted view of 
the whole problem. As such, solutions 
derived from this simplified approach 
will not work. A similar argument could 
be offered regarding the exclusion of the 
auditors from the “primary” groups 
whose interests must be explicitly con- 
sidered in any realistic set of objectives of 
financial accounting. 
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To summarize, we have examined 
three possible interpretations of objec- 
tives of social activities in general and 
financial accounting in particular. We 
have concluded that the union of indi- 
vidual objectives, being too diverse and 
contradictory, cannot serve to guide 
policy; intersection of individual objec- 
tives may be null; the dominant-group 
objectives, assuming user primacy, do 
not reflect the economic reality of the 
power of suppliers in the accounting 
marketplace and are, therefore, unwork- 
able. Fundamental to an understanding 
of the nature of financial accounting as 
they are, these difficulties in interpreting 
the objectives of financial accounting 
have received little attention in the liter- 
ature. This lack of attention stands in 
sharp contrast to the repeated efforts to 
prepare a statement of objectives and 
definitions and leads us to examine the 
possible reasons that may stand behind 
the efforts to prepare an authoritative 
statement of objectives and definitions. 


4. WHY SEARCH FOR A CONCEPTUAL 
FRAMEWORK,? 


In the first section of the paper, we 
compared the SFAC 1 and the Exposure 
Draft to the previous attempts of this 
nature and found little substantive differ- 
ence. In the second section, we examined 
whether the first two of the five benefits 
claimed by the FASB may reasonably be 
expected to flow from these statements 
and reached a negative conclusion. Then 
we probed the very. meaning of the term 
“objectives” as applied to financial ac- 
counting and found that term too ill- 
defined. These conclusions led us to 
inquire into reasons why authoritative 
bodies have continued to search for 
objectives and a conceptual framework 
of accounting. We consider several of 
these. 

The first reason could be that our 
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negative conclusions in section two re- 
garding the usefulness of these statements 
in resolving accounting issues and stan- 
dard-setting problems are wrong. If so, 
it should be easy for someone to illus- 
trate, possibly using issues other than the 
three we selected, that these objectives 
and definitions will indeed help resolve 
the accounting issues. We are not aware 
of any such illustrations. 

A second reason for the search for 
conceptual frameworks could be pro- 
vided in terms of the three potential 
benefits claimed by the FASB and not 
examined in this paper. It may turn out 
that the issuance of the conceptual 
framework increases the users’ confi- 
dence in, and understanding of, financial 
statements. Someone may also give work- 
able definitions of “bounds for judg- 
ment” and comparability and show that 
the issuance of conceptual frameworks 
may have desirable consequences in these 
respects. Again, neither the theoretical 
arguments nor the empirical evidence 
that bears on these issues is available. 

Two further reasons are possible: One 
lies in the form in which accounting 
problems are brought to the authoritative 
bodies, while the second lies in the at- 
tempts of the accounting profession to 
keep the rule-making power in its own 
hands. 

Repeated efforts of authoritative bod- 
ies to define the conceptual framework 
of accounting in general and the elements 
of financial statements in particular may 
arise from the genuine belief that a 
determination of precise definitions of 
certain terms will somehow help resolve 
accounting controversies.” Such belief is 
reinforced each time an accounting con- 
troversy surfaces and the proponents of 
alternative methods present their argu- 
ments in the established terminology of 
accounting so as to convince the policy 
makers that the weight of tradition, so 
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highly prized in accounting, is on their 
side. Given a strong motivation to have 
an accounting standard accepted which 
is favorable to one’s interests, it is not 
difficult to devise an argument as to why 
a given transaction should be recorded 
in a certain way under the currently ac- 
cepted definitions of accounting terms. +° 
Since the views of various parties are 
presented to the policy-making bodies 
not in the form of conflicting private 
interests, but in the form of conflicting 
interpretations of accounting definitions, 
it may appear that a clearer definition of 
each accounting term will solve the 
problem. A frank discussion of the 
private interests of various contending 
groups may be tactically disadvantageous 
in open public discourse.‘’ Hence, the 
overblown emphasis on authoritative 
definitions. However, definitions, no mat- 
ter how carefully worded, cannot bear 
the burden of the struggle for economic 
advantage between various interest 
groups. Legal definitions survive in a 
similar environment only because their 
interpretations by the courts are backed 


- by the power of the state to enforce them, 


a power not available to the FASB. 
The conceptual framework-seeking be- 
havior of the FASB and its predecessors 
can also be explained in terms of a self- 
interest perceived by the public account- 
ing profession. The profession has long 
argued that its interests are best served 
if it can maintain control over prescrip- 


9 See Zeff [1978, pp. 57-58] for a typology of the 
arguments offered in accounting controversies. 

10 See Kitchen [1954] for-a stimulating discussion of 
the problems of definition in accounting. 

11 Since everybady is assumed to be serving the inter- 
ests of the information user, proponents of all accounting 
methods argue their case because it will benefit such 
user. Recall that in the heydey of the LIFO controversy, 
a major argument for LIFC was that it yields a better 
measure of income. Watts and Zimmerman [1979] have 
attempted to explain the existence of some normative 
theories in financial accounting, using a parallel argu 
ment. 
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tion of accounting standards. This is 
revealed in its protests against any hint 
that the control of the profession over the 
standard-setting process may be weak- 
ened. Fear of governmental intervention 
has long been, and continues to be, the 
major reason for calls for action in the 
profession. t? Consider, for example, the 
following: 


If the practitioners, after sufficient time has 
elapsed, have not come to some substantial 
agreement as to what are or should be con- 
sidered accepted accounting principles and 
practices, we may well expect the Commis- 
sion’s [SEC’s] staff accountants to prepare, 
and the Commission to publish what it shall 
demand in the way of such practices... 
(Smith, 1935, p. 327]. 


Appropriate as it is today, note that 
the above statement appeared in an 
article published almost 45 years ago. 
Disagreements centering on diverse ac- 
counting standards continue to attract 
much of the criticism leveled at the 
accounting profession and are the source 
of the greatest threat to the profession’s 
control over the standard-setting process. 
The presence of diverse accounting prac- 
tices hurts the credibility of the standard- 
setting bodies in two ways. First, the 
existence of alternative accounting meth- 
ods is taken as prima facie evidence that 
the accounting standard-setting body is 
not doing its work properly and is simply 
allowing firms to record transactions in 
an arbitrary fashion. Second, whenever 
the standard-setting body proscribes the 
use of all but one of the alternative ac- 
counting methods, the advocates of the 
methods were no longer permitted to 
criticize the agency for being arbitrary 
in not protecting their interests. No 
matter what it does, a body like the FASB 
can expect to find itself criticized by 
powerful interest groups. A good exam- 
ple is provided by the debate on account- 
ing for oil and gas exploration costs. The 
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FASB was instructed to develop a uni- 
form accounting standard for the oil 
and gas industry or face the threat of 
having such a standard written by a 
government agency. When the FASB 
chose the successful-efforts over the full- 
cost method, it found, aligned against it, 
a powerful industry group as well as some 
government departments and agencies. 
Being largely an offspring of the account- 
ing profession, the FASB has (as did the 
APB) little defense against the criticism 
that it does not have legitimate authority 
to make decisions which affect wealth 
transfers among members of society. 
Thus, a body like the FASB needs a 
conceptual framework simply to boost 
its public standing.’* A conceptual 
framework provides the basis for arguing 
that: (1) the objective of its activities is 
to serve the users of the financial state- 
ments (it is easier to use the public- 
interest argument for the user group 
than for any other group), and (2) it 
selects among accounting alternatives on 
the basis of broadly accepted objectives 
and not because of pressures applied 
by various interest groups seeking a 
favorable ruling from the Board. The 
ability, intelligence, ethical character, 
and past services, etc., of the members of 
the FASB are not sufficient to convince 
the parties adversely affected by its 
rulings that it makes social choices 
through an impartial consideration of 


conflicting interests in society. Rather, a 
' conceptual framework is needed to pro- 


vide the rationalization for its choices. 
If a more representative body were to 
take over the function of setting account- 


12 Of course, the auditors’ fear of government inter- 
vention is asymmetric. Consistent with their self-inter- 
ests, they do want the government to continue to require 
an audit of certain business firms to ensure demand for 
their services but want to keep the standard-setting 
process free of government control. 

13 A discussion of this public-interest argument ap- 
pears in AAA[1977b]. 
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ing standards, perhaps there would be 
less of a need for a conceptual framework. 
Indeed, the demand to develop a con- 
ceptual framework may be inversely 
related to the power of enforcement 
which the standard-setting agency can 
command. For example, the Securities 
and Exchange Commission, which has 
the legal power to enforce its Accounting 
Series Releases, has not been hampered 
by the fact that it has not yet enunciated 
a conceptual framework of accounting. 


5. CONCLUDING REMARKS 


There is little evidence that official 
statements of objectives of financial 
accounting have had any direct effect on 
the determination of financial accounting 
standards. Whenever the APB or the 
FASB has had to consider a financial 
accounting standard, various interest 
groups presented arguments to support 
the methods that each perceived to be in 
its own best interests. The standards 
issued had to be compromises among the 
contending interests.1* Whether the stan- 
dard-setting process stays in the private 
sector or is transferred to some public 
agency, this feature is unlikely to change. 
What, then, will likely be the effect of 
the FASB’s Conceptual Framework Proj- 
ect on the development of financial 
accounting standards in the future? 

Our initial guess is that the objectives 
selected by the Board will be ignored in 
future rule-making activities, just as were 
those from previous authoritative at- 
tempts. Following the publication of 
these objectives, the Board will probably 
feel obliged to pay lip service to them in 
its future pronouncements, but these 
pronouncements will not be affected in 
any substantive way by what is contained 
in the present documents. 

It might have been a more fruitful exer- 
cise for the FASB to develop a set of 
objectives for itself and not for the entire 
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social activity called financial reporting. 
A few examples of such objectives are 
provided for consideration: 

First, the Board could explicitly recog- 
nize the nature of financial accounting as 
a social activity which affects a varied 
set of interests, both of those who actively 
participate and those who do not.!> As 
the interests of each group are affected 
by the actions of the Board, it must expect 
to hear arguinents in support of, and 
against, its decisions. The representations 
made by these parties could be viewed 
in the context of their own private 
interests. In the past, accountants in 
public practice (ie., auditors) have tended 
to be more vocal in their reactions to the 
Board’s actions than have other parties. 
But perhaps accountants in public prac- 
tice should have less direct influence on 
the rule-making process in the future. In 
its statement of objectives, the Board 
could define mechanisms for arriving at 
a compromise ruling after a hearing has 
been given to all affected groups in 
society. The Board’s primary objective 
would simply be to arrive at a compro- 
mise ruling after considering various 
points of view on each issue. 

A second objective for the FASB might 
be to limit the detail and specificity of its 
accounting standards. The pressure to 
write increasingly detailed and specific 
accounting standards is great and, in 
recent years, the resistance of the Board 
to such pressures seems to be weakening. 
In this connection, we might note that 
one of the three conditions laid down by 
the Council of the Institute of Chartered 
Accountants in England and Wales for 
approving recommendations on account- 


14 See, for example, Horngren [1973, p. 61], “My 
hypothesis is that the setting of accounting standards is as 
much a product of political action as of flawless logic or 
empirical findings.” 

15 An explicit objective along these lines was also 
proposed in AAA [1977b, pp. 10-11]. 
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ing principles to its members was simply 
that the document be reasonably concise 
in form (see Zeff [1972, p. 11]).*° 
Judging from the length and detail of 
some of its recent pronouncements (e.g., 
those dealing with leases and oil and gas 
exploration costs), the FASB seems to 
have abandoned an attempt to keep its 
Statements of Financial Accounting 
Standards concise. 

A third objective of the Board could be 
to abstain from issuing an accounting 
standard unless the pronouncement 
could command a substantial majority. 
The recent move to lower the minimum 
voting requirement for issuing an FASB 
recommendation to a simple majority of 
seven members will probably increase the 
frequency of FASB pronouncements 
which are widely opposed by large 
segments of interested parties and there- 
fore undermine the basis of its support. 

In short, the FASB could assume that 
various functions of financial statements 
are well established and known generally 
by those who produce, audit, and use 
accounting information. Its task would 
be essentially one of trying to appease 
conflicting interests in the presence of 
disagreements over accounting rules, 
measurements, disclosures, ete. But once 
this role were recognized, what would be 
the advantages and disadvantages of 
allowing a private board like the FASB 
to make compromise decisions? Is this 
not a function essentially similar to that 
performed by the courts, and, if so, are 
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we now back to the proposal for an ac- 
counting court?!” 

These questions appear to offer fruitful 
areas of research, more so than trying to 
deduce the objectives of financial ac- 
counting. Perhaps we can achieve more 
progress by developing and testing theor- 
ies regarding why a major part of the 
responsibility for standard setting con- 
tinues to lie with a priváte agency, and 
why members of the profession and 
corporate managers contmue to contrib- 
ute time and money to the process of 
developing a conceptual framework. It is 
unlikely that a general fear of government 
regulation alone can account for the lat- 
ter. And, finally, to conclude with Baxter 
(1962, p. 427]: 


Recommendations by authority on matters of 
accounting theory may in the short run seem 
unmixed blessings. In the end, however, they 
will probably do harm. They are likely to 
yield little fresh knowledge.. .They are 
likely to weaken the education of accoun- 
tants; the conversion of the subject into cut- 
and-dried rules, approved by authority and 
not to be lightly questioned, threatens to 
reduce its value as a subject of liberal educa- 
tion almost to nil. They are likely to narrow 
the scope for individual thought and judg- 
ment; and a group of men who resign their 
hard problems to others must eventually give 
up all claim to be a learned profession. 


16 Of course, there is no government agency in the UK 
which serves an enforcement role like that of the SEC 
in this country. This factor may allow broader statements 
in the UK. 

17 First proposed by Littleton [1935]. 
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The Information Content of General 
Price Level Adjusted Earnings: 
Some Empirical Evidence 


Arte Baran, Josef Lakonishok and Aharon R. Ofer 


ABSTRACT: This study explores the extent to which general price-level restated data 
contain information not included in currently available historical-cost data. The criterion 
employed is the relative degree of association between alternative accounting measures 
and securities price behavior. This association is one measure of the extent to which a 
given information set is related to the broader set underlying investors’ decisions. The 
results obtained in this study appear to support the hypothesis that price-level restated 
data contain information which is not included in the financial reports currently available. 


INTRODUCTION 


rIcE-level accounting provides a 
pP restatement of accounting data with 

all figures expressed in terms of a 
single unit of measurement which is the 
current purchasing power of money. The 
purpose of this study is to explore the 
extent to which price-level adjusted data 
contain information not included in the 
historical-cost data currently provided. 
In order to assess the information content 
provided by alternative accounting pro- 
cedures, one may measure the degree of 
association between the signals each 
procedure produces and the systematic 
risk of equity securities. The degree of 
association will indicate, the relative im- 
portance of the two data sets in the 
assessment of securities risk. Systematic 
risk was chosen due to its major role in 
determining the expected return of se- 
curities. Thus, by exploring the degree of 
association between systematic risk and 
restated data as compared with the 
association obtained by using historical 
cost data, we may shed some light on 
whatever additional information is avail- 


able through price-level adjusted data. 
It should be noted, however, that broader 
conclusions, based upon the degree of 
association, should not be drawn: A 
lower degree of association of the re- 
stated data could also be explained by 
higher processing costs, or by lower 
visibility due to absence of price level 
disclosure.! 

? The hypothesis dealing with the relationship between 
the visibility of accounting data and their uses by inves- 
tors is commonly referred to as “The Functional Fixa- 


tion Hypothesis.” For an extensive discussion, see Yuji 
Ijiri et al. [1966]. 
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Whether price-level adjusted data 
ought to be provided cannot be deter- 
mined a priori. Aside from the additional 
drain on real resources caused by the 
generation of restated data, the rele- 
vance of these data to economic decisions 
has yet to be established. This study 
attempts to provide evidence regarding 
the information content of restated data 
and thereby facilitate policy decisions 
concerning price-level adjustments. 

Beaver and Manegold [1975, p. 265] 
(BM) pointed out the relevance of such 
a study to policy decision-making: 


One potential purpose of accounting data is 
to aid investors in the assessment of security 
risk. In dealing with the central accounting 
problems of choice among alternative infor- 
mation systems for investors, we believe that 
research on the relative association of ac- 
counting betas under various information 
systems would be part of the evidence that 
bears on the information decision. 


The plan of this paper. is as follows: 
Section II discusses the theoretical back- 
ground and the methodology of the 
study. Section III presents the empirical 
analysis, and Section IV offers some con- 
cluding remarks. 


THEORETICAL BACKGROUND AND 
METHODOLOGY 


Under the formulation of the Capital 
Asset Pricing Model* (CAPM), the beta 
(defined as the covariance of security’s 
return with the return from the market 
portfolio standarized by the variance of 
return from the market portfolio) is the 
sole security-specific variable determin- 
ing the relative riskiness of each security 
and therefore its expected return. Recent 
empirical findings have raised some 
doubts about the validity of the CAPM 
formulation. Nevertheless, beta was 
found to possess significant explanatory 
power of differential ex post returns 
among securities and among portfolios.’ 
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Gonedes [1974] provides considerable 
evidence suggesting that accounting in- 
formation and, in particular, earnings in 
various forms are determinants of se- 
curity prices. Beaver et al. [1970] in an 
earlier study and Beaver and Manegold 
[1975] in a more recent study advance 
the argument that earnings volatility is 
one factor affecting security price vola- 
tility. Moreover, it was found that the 
systematic volatility in earnings, as cap- 
tured by accounting beta, is an important 
explanatory variable of the market beta.* 
Following BM’s methodology, the 
strength of the relationship between the 
market beta and the accounting betas 
(restated and non-restated) will serve as 
an indication of their relative information 


' content. 


Price-Level Data 

In the absence of published price-level 
adjusted data, this information must be 
estimated. Previous studies by Petersen 
[1973] and Baran [1976] indicate that 
shortcut procedures to the restatement, 
as outlined by Accounting Principles 
Board Opinion No. 3, tend to produce 
results that do not differ significantly 
from those derived through detailed 
computations. Davidson and Weil [1975] 
provide a detailed description of an 
adjustment procedure based upon 
publicly available financial statements. 
Parker [1977] outlines in detail an adjust- 


2 For a description of this model, see Sharpe [1964], 
Lintner [1965], Mossin [1966]. 

3 For a detailed discussion of empirical tests and re- 
sults, see Black et al. [1972], and Friend and Blume 
[1970]. 

* The beta value in the market model (i.e. market beta) 
is a measure of the systematic risk of a security. It is 
possible to compute an analogous beta value for ac- 
counting income (i.e. accounting beta) by regressing the 
firm’s time series of earnings on an index of average 
accounting earning for the economy. Such an accounting 
beta value measures the sensitivity of the firm’s earnings 


to economy-wide changes. The accounting beta has been 


employed in previous studies (e.g., Beaver et al, [1970]) 
as an accounting-based risk measure. 
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ment procedure based upon COMPU- 
STAT data which contains a more 
restricted set of financial data. In a 
recent study, Ketz [1978] suggests that 
the general price-level estimating models 
employed by the above authors are 
appropriate for empirical research in the 
area. Our method of deriving restated 
financial data is very similar to the one 
used by Parker [1977], and is summarized 
below. 

The distinctive features of price-level 
adjustments are primarily captured in 
the restatement of two items and the 
introduction of a new item. The items 
restated are the following: (1) deprecta- 
tion in association with related asset cost 
and accumulated depreciation; and (2) 
cost of goods sold, including restatement 
of inventory acquisition cost. The new 
item introduced is gains or losses from 
holding monetary items. Accordingly, 
restated data are generated through a 
fairly detailed procedure developed to 
approximate the above items. 

Restatement of fixed assets requires 
separate scale adjustment according to 
the years of acquisition. In the absence of 
published information regarding the age 
of the fixed assets, these amounts have to 
be estimated. The estimates produced in 
this study assume that management 
disposes of fixed assets according to the 
“first in-first out” (FIFO) flow concept. 


Therefore, the fixed-asset cost balances 


are viewed as consisting of the latest 
capital expenditures and are adjusted 
accordingly.” If reported depreciation is 
based on a straight-line allocation of his- 
torical cost, then the relationship between 
the cost of fixed assets on the one hand, 
and both the periodic and accumulated 
depreciation on the other hand, is not 
altered by the restatement. Therefore, 
depreciation expenses and accumulated 
depreciation are derived as a fraction of 
. the restated cost of fixed assets. The as- 
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sumed common use of the straight-line 
method is supported by the 1975 edition 
of Accounting Trends & Techniques 
[AICPA, 1975], which reports that 563 
out of 600 companies (94 percent) de- 
preciated all or part of their assets on a 
straight-line basis for financial reporting. 

Alternative restatement procedures are 
employed in restating inventory cost, 
depending on the cost flow assumption 
underlying the inventory valuation 
method. For example, under FIFO, the 
year-end inventory is assumed to consist 
of the most recent purchases. Accord- 
ingly, the restatement procedure ascer- 
tains the average age of the inventory by 
determining the number of months of 
purchases contained therein. Under 
“last-in, first out” (LIFO), inventory 
consists of layers. acquired throughout 
the entire life of the company. The 
tracing of these layers is based on 
analyzing the year-by-year changes in the 
inventory balance. For example, when 
the inventory amcunt rises over the 
course of the year, the incremental layer 
is assumed to have been acquired during 
that year. An inventory decline is inter- 
preted as evidence that the units on hand 
were acquired before the decline started 
or that they belonged to some initial 
basic inventory. The age of the basic 
inventory is estimated by surveying the 
financial history of the firm. The restate- 
ment of cost of goods sold is based on the 
assumption that purchases occur evenly 
throughout the year. 


5 Thies and Revsine [1977] indicated the shortcomings 
of a restatement approach based on a year-by-year 
layering of assets when applied to COMPUSTAT data. 
The inaccuracy stems from the fact that investment in 
fixed assets as defined by the COMPUSTAT does not 
include assets acquired through a merger or an acquisi- 
tion. The procedure emplcyed in this study remedies 
some of these deficiencies by computing the amount of 
each layer as the maximum between the amount of the 
increase in the fixed assets cost balances and the amount 
defined as investment in fixed assets. 
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_ Monetary gain or loss on holding net 
monetary items is computed as follows: 


Let, 


NM,= Net monetary assets at the end 
of year t. 
P,=The GNP Implicit Price De- 
flator at the end of year t. 
PA,=The Average GNP Implicit 
Price Deflator of year t. 
G = Gain (loss) from holding of net 
monetary items. 


Then, 


G = NM, — (nm. zE) 
7 


L 
+ (NM, — NM,-1) 57 (1) 
t 


Net monetary items are taken to be: 


a. Current assets excluding inventory, 
marketable securities, and prepaid 
expenses, less 

b. Current and non-current liabilities 
excluding deferred taxes, deferred 
income, and advances from cus- 
tomers. 


All revenues and expenses, except for 
depreciation and cost of goods sold, are 
assumed to occur evenly throughout the 
year; accordingly, they are restated for 
an inflation of one-half year. Various 
procedures are employed in restating 
balance sheet items except for stock- 
holders’ equity, which is derived indi- 
rectly as the residual needed to balance 
the totals of assets and liabilities and 
equities. 

The accuracy of the restatement pro- 
cedure employed in this study was tested 
comparing the estimates obtained against 
numbers produced internally by com- 
panies which participated in the AICPA 
research study. The results of the com- 
parisons are reported in Table 1. The 
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average absolute value of the estimation 
error is approximately five percent with 
nine out of 16 observations having an 
error below five percent, an additional 
three observations having an error below 
the ten percent level and the remaining 
four observations having an error of less 
than 18 percent. 

These results indicate that the level of 
inaccuracy introduced by the estimation 
procedure is not sufficiently large to alter 
the major effect of a general price-level 
(GPL) restatement. Furthermore, the 
level of inaccuracy reported in Table 1 is 
probably biased upward because of the 
limited amount of prior financial infor- 
mation regarding the companies that 
participated in the AICPA research study. 
The restatement results reported in Table 
1 are based on two years of financial 
data, as compared with an average of 
nine years of data employed in this study. 
The difference in the amount of data has 
a considerable effect on the level of ac- 
curacy, since restatement of both fixed 
assets and inventory is based on restate- 
ment of layers which were acquired in the 
past. It should also be noted that the 
results in Table 1 provide a comparison 
of the earning series which are more 
susceptible to inaccuracies in the restate- 
ment procedure: A minor percentage 
error in revenue restatement may result 
in a substantial percentage error in earn- 
ings restatement. Other items are less 
affected by inaccuracies in the restate- 
ment procedure. For instance, the error in 
estimating stockholders’ equity is well 
below the five-percent level for all of the 
companies, and the error in estimating 
periodic depreciation exceeds the ten- 
percent level in only two cases. Based on 
these results and those reported in Baran 


6 Fora description of the AICPA study, see Rosenfield 
[1969]. A summary of the restated data appears in Rosen- 
field [1969, p. 48]. f 
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TABLE 1 
THE EFFECT OF THE PROPOSED RESTATEMENT PROCEDURE UPON NET INCOME FIGURES 


Percentage of Estima- Percentage of Estima- 
tion Error Between tion Error Between 


Approximated Approximated Resiated Restated Net Income 


Historical Restated Net Restated Net Net Income and Re- and Historical Net 
Company & Year Net Income Income Income stated Net Income! Income! 

$ (000) $ (000) $ (000) 
Shell Oil (1973), 332,694 333,700 367,500 + 10.0% ~ 0.3% 
Shell Oil (1974) 620,539 623,400 595,515 — 45% — 04% 
Indiana Telephone (1973) 2,312 1,912 1,963 + 2.7% + 20.9% 
Indiana Telephone (1974) 2,024 1,079 1,079 0% +87.5% 
Company A (1967) 28,351 32,113 31,952 ~ 0.5% — 11.7% 
Company B (1966) 1,476 1.983 2,338 +17.9% —25.5% 
Company B (1967) 1,150 1,667 1,908 +14.4% — 31.0% 
Company C (1966) 16,476 16,429 16,064 — 2.2% 0% 
Company C (1967 17,591 17,526 16,488 — 59% 0% 
Company D (1966) 2,749 2,266 2,358 + 40% +23.5% 
Company D (1967) 2,150 1,875 1,856 ~ 10% + 14.6% 
Company E (1967) 63,884 58,032 58,911 + 1.5% +10.1% 
Company F (1966) 378 541 602 +11.3% — 30.1% 
Company F (1967) 364 487 540 +10.9% — 25.2% 
Company G (1967) 89,550 77,932 82,545 + 5.9% +15.0% 
Company H (1967) 27,717 26,499 26,564 + 0.2% + 4.6% 


1 A positive number indicates an overestimate by the restatement procedure: a negative one indicates an under- 


estimate. 


2 The error in estimation is computed upon the premise that historical net income serves as a surrogate for restated 


net income. 


[1976], it was judged that the level of 
accuracy obtained through the restate- 
ment procedure is sufficient for the pur- 
pose of this study. 


Earnings Variables 


The accounting beta (b;) was estimated 
from the following time series regression 
using annual observations: 


Xia = A, + DX m + Ci (2) 


where X, is the value of some earnings 
variable in period t, X mt 18 a market-wide 
index of earnings in period t defined as the 
arithmetic average of the sample earnings 
in period t, and e, is the stochastic in- 
dividualistic component of X;,. The co- 
efficient a; is the estimated intercept and 
the slope b; is the estimated accounting 
beta. | 

Three earnings variables were exam- 
ined in the present study. They are defined 


below (the numbers in parenthesis repre- 
sent the item’s number on the COM- 
PUSTAT tape): 


1. Net Income before Non-Recurring 
Items to Common Equity (NI/CE): 


X;, = (NI/CE) = 20 + 17),/Q),-1 @) 


2. Net Income before Non-Recurring 
Items to Market Value (NI/MV):’ 


X, = NI/MV = (20 + 17),/ 
(24-25 -(.001)),-4 (4) 


3. Net Income before Non-Recurring 
Items and Depreciation to Market 
Value (NI + Depr)/MV: 


7 Gonedes [1973] suggests that the use of the market 
value of common equity as a deflator base for the compu- 
tation of accounting beta induces spurious correlation 
between accounting and market betas. However, Beaver 
and Manegold’s [1975] evidence failed to support that 
contention and provided some evidence for its refutation. 
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Xi, = (NI + Depr)/MV = (20 + 17 
+ 14),/(24 +25: (.001)),-1 (5) 


The selection of the first two variables 
results from the objective of finding 
accounting measures which resemble the 
concept of rate of return. Also, each of 
these historical cost earning variables 
has been examined in many previous 
studies, including Beaver and Manegold 
[1975]. Therefore, in addition to the 
major thrust of the paper, some of our 
results will serve as a point of comparison 
with the BM study. The third variable 
was defined in such a way that the con- 
cept of earnings approaches that of cash 
flow. Theoretical arguments, as well as 
prior evidence, support the contention 
that this specification may be more ap- 
propriate than reported earnings in valu- 
ing firms.® 


Market Beta 


The market beta (f;) was estimated 
from the following time-series regression 
utilizing monthly observations: 


Ry = t; + BiRm + Ui (6) 
where 


R;,—1s the ex post return on security 
i in period t. 

R,,;—is the ex post return of the mar- 
ket portfolio in period t repre- 
sented by the equally weighted 
Fisher Index.? (The construc- 
tion of the index assigns equal 
weights to all New York Stock 
Exchange securities). 

a;,B;—are the intercept and slope, 
respectively, of the assumed lin- 
ear relationship between R; and 


mt’ 
U;,—is the stochastic individualistic 
component of Rp. 


Data and Sample Selection 
The companies in the sample were 
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those appearing in both Standard and 
Poor’s COMPUSTAT annual industrial 
files and the CRSP tapes (Center for Re- 
search in Security Prices tapes). Eligi- 
bility for the sample was further limited 
to companies (1) whose fiscal year ends 
on December 31, and (2) with 20 years of 
financial data necessary for the GPL 
restatement. The final sample consisted 
of 242 firms, the financial statements of 
which were restated and the resulting 
earnings variables examined. The sample 
is likely to reflect a bias in favor of old and 
large firms. Yet, the companies sampled 
are of interest in their own right since, 
apart from whatever insight may be 
provided into the behavior of other mem- 
bers of the population, these firms con- 
stitute an important segment of publicly 
owned companies. 

All the earnings variables have de- 
nominators lagged by one period, caus- 
ing the loss of one year in accounting 
data. In addition, the restatement pro- 
cedure employs the beginning balances, 
thus causing a loss of another year in 
accounting data. As a result, 18 years of 
accounting and market data were exam- 
ined. The analysis was conducted sepa- 
rately for the following periods: 


1) 1957-1974 (total period) 
2) 1957-1965 (first sub-period) 
3) 1966-1974 (second sub-period) 


Note that the two sub-periods exam- 
ined are characterized by a significantly 
different inflation rate. The GNP Implicit 
Price Deflator increased at an average 
annual rate of 1.7 percent during the 
first sub-period, with low and high rates 
of 1.1 percent and 3.4 percent, respective- 
ly, while the annual average inflation rate 
during the second sub-period was 5.3 


8 For an extensive discussion of the relevance of our 
third earnings variable, see Staubus [1965]. 

? A detailed description of the index can be found in 
Fisher [1966]. 
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percent, with low and high rates of 2.7 
percent and 10.3 percent, respectively. 
Thus, one could expect a priori to find a 
different association between price-level 
restated data and security price changes 
in the second sub-period as compared 
with the first. 


Measurement Errors 


Bayesian adjustment procedure was 
introduced to reduce measurement errors 
in estimating market and accounting 
betas. Accounting beta estimates in par- 
ticular are subject to a large estimating 
error, since they are based on annual 
rather than monthly observations. The 
adjustment procedure, proposed by 
Vasicek [1973], modifies the estimated 
beta of a single security, by allowing 
prior information to be incorporated into 
the adjustment procedure. ‘Specifically, 
each Bayesian adjusted beta is computed 
as the weighted average of the mean 
cross-sectional beta for the sample firms 
(prior information) and the estimated 
single security’s beta. The effect of this 
procedure is to adjust the estimated 
betas toward the mean of the sample 
distribution, usually a value close to one. 
Thus, betas larger than one will be re- 
duced while betas smaller than one will 
be increased. t° 

Another approach to deal with the 
measurement errors of the betas is to 
conduct the analysis at the portfolio 
level, so that a large proportion of the 
errors is diversified away. The grouping 
of firms into portfolios was based on the 
market beta of the individual firm for the 
entire period in order to keep the corre- 
lation between the method of grouping 
and the measurement error at low level 
(the correlation would probably be much 
higher if accounting betas were used as a 
base of grouping, given its larger esti- 
mating error), while increasing it with 
respect to the underlying betas. Fhe two 
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aggregation levels examined consisted of 
portfolios of fve and ten securities. 


Summary 


For each firm and for each level of 
aggregation (single security, portfolios of 
five and ten securities) a total of six 
market betas were computed—one for 
each combination of period (total period 
and two sub-periods) and for each ad- 
justment procedure (Bayesian and non- 
Bayesian). Similarly, a total of 36 ac- 
counting betas were computed—one for 
each combination of period, adjustment 
procedure, definition of accounting re- 
turns (three alternatives), and accounting 
data sets (historical-cost and price-level 
data). 


EMPIRICAL RESULTS 


Some general statistics for accounting 
and market betas are reported in Table 2. 
In spite of the sample selection criteria 
which favored old and large firms, the 
average market beta is close to 1.0. The 
mean accounting beta is 1.0 because of 
the way the accounting indices were con- 
structed. The cross-sectional standard 
deviation of the accounting betas is much 
larger than for the market betas. This can 
be partially explained by the use of an- 
nual data to compute accounting betas 
versus monthly data used to compute 
market betas. The effect of the Bayesian 
adjustment was to reduce the cross- 
sectional standard deviation of betas, 
because the adjustment causes all betas 
to be closer to the sample mean. The 
percentage reduction is much more sub- 
stantial for accounting betas than for 


10 The weights are determined by the relationship be- 
tween the prior distribution variance (defined as the dif- 
ference between the cross sectional variance of the betas 
and the average variance of the estimated beta coeffi- 
cients) and the variance of the security’s beta obtained by 
the time series regression. A more detailed discussion of 
the computational procedure can be found in BM [1975, 
pp. 247-248). 
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TABLE 2 
GENERAL STATISTICS OF MARKET AND ACCOUNTING BETAS 
(Bayesian adjusted cross-sectional standard deviations are presented in parenthesis.) 


Total Period 
betat S$? Sdbeta® R?* beta 

Market Betas 

Non-Bayesian 978 .312 089 294 

Bayesian (.280) 

Accounting Betas 

Historical Cost: 

NI/CE 1.000 1.082 .637 .235 
(.451) 

NI/MV 1.000 1.461 364 .397 
(1.019) 

(NI+Depr)//MV 1.000 1.169 .303 413 
(.901) 

G P L Adjusted: 

NI/CE 1.000 1.187 649 248 
(.429) 

NI/MV 1.000 1.375 .548 .277 
(.695) 

(NI+Depr)/MV 1.000 1.117 437 = .275 
(.706) 


1 Beta —average beta. 
25 —cross-sectional standard deviation of betas. 


1.024 


1.000 
1.000 
1.000 


1.000 
1.000 
1.000 


First Period Second Period 


S  Sdbeta R? beta S  Sdbeta R? 


349 142 272 956 335 118 312 
(.286) (.284) 
1.465 792 .307 1.000 1.450 .752 .326 
(.665) (.707) 
1.335 839 .301 1.000 1.620 340 .549 
(516) (1.130) 
1.106 .890 .263 1.000 1.185 .269 .573 
(.547) (.919) 
1.714 .752 .338 1.000 1.364 .740 .362 
(.447) (.733) 
1.714 1.234 .210 1.000 1.813 .498 429 
(1.117) (1.067) 
1.516 907 .281 1.000 1.459 371 .437 
(.475) (1.035) 


3 Sdbeta—average standard deviation of the estimated beta coefficients. 


4R? —average coefficient of determination. 


TABLE 3 
CORRELATION BETWEEN G P L ADJUSTED AND HISTORICAL Cost BETAS FOR THE TOTAL PERIOD 


Single Securities 


Non-Bayesian 


NI/CE 616? (.617)? 

NI/MV 756 (.723) 

(NI+ Depr)/MV 741 (.769) 
Bayesian Adjusted 

NI/CE 632 (.622) 

NI/MV 775 (771) 

(NI+ Depr)/MV 763 (.770) 


Portfolios (3) Portfolios (10) 
623 (.579) 423 (.607) 
755 (.594) 146 (.627) 
806 (.764) £874 (.755) 
691 (.746) 765 (.785) 
.783 (.803) 836 (.837) 
828 (.826) 864 (,853) 





1 Spearman-rank correlation. 
2 Product-moment correlation. 


market betas. No distinguishable differ- 
ences can be detected between the general 
statistics for accounting betas based upon 
GPL adjusted accounting earnings, and 
those based upon historical earnings. 
Table 3 provides results about the 
relationship between GPL adjusted betas 


and the corresponding historical cost 
betas.'! The product moment correlation 
range is .579-.853. Hence, the range of 
the coefficient of determination is be- 


11 We present the result only for the total period; the 
results for the sub-periods are similar. 
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TABLE 4 
CORRELATION BETWEEN MARKET AND ACCOUNTING BETAS FOR INDIVIDUAL SECURITIES 


Total Period 
Historical Cost 
a. Non-Bayesian 
NI/CE .225 (.187) 
NI/MV 310 (.201) 
(NI + Depr)/MV -339 = (.308) 
b. Bayesian Adjusted 
NI/CE .221 (.217) 
NI/MV 334 (.250) 
(NI+ Depr)/MV -362 (.326) 
G P L Adjusted 
a. Non-Bayesian 
NI/CE 229 (.206) 
NI/MV 451 (.292) 
(NI+Depr)/MV 484 (.480) 
b. Bayesian Adjusted 
NI/CE .284 (.288) 
NI/MV 497 (447) 
(NI + Depr)/MV 489 (.471) 


First Period Second Period 
296 (.301) 130 (125) 
261 (.294) .278 (172) 
.356 (.393) .380 (355) 
-309 (.334) 145 (.154) 
-346 (.349) 293 (.202) 
421 (.409) .392 (.353) 
.230 (.262) -147 (127) 
.369 (.299) 310 (2149 
.220 (.240) .416 (.389) 
.296 (.299} .187 (.223} 
04 (.354) .324 (.284) 
308 (.323) 419 (.384) 





tween 33 and 73 percent. This result 
indicates that although there is a strong 
correlation between the accounting risk 
measures obtained from GPL adjusted 
data and those obtained from the tradi- 
tional reports, the relationship is far from 
perfect. This shows that different infor- 
mation is included in the two accounting 
risk measures. Before comparing the 
information content of the two earnings 
series, we present some general results on 
the association between accounting and 
market betas. 

Tables 4-6 present the correlations 
between the market and accounting 
betas. A total of 108 (3 periods x3 
definitions of earnings x2 types of 
adjustments x 2 accounting data sets x 3 
types of portfolios) Spearman and prod- 
uct moment correlation coefficients are 
presented. All the correlations, as ex- 
pected, have a positive sign, indicating a 
positive relationship between accounting 
and market risk measures. Moreover, 
only in three out of 108 cases was the 
Spearman correlation not significantly 


different from zero at the one percent 
level. The correlations are the highest for 
portfolios of ten securities, possibly 
because of the greater reduction in mea- 
surement errors.'* For some specifica- 
tions in Table 6, many correlations are 
about .9. The importance of this finding 
should not be overlooked, since it shows 
that as much as 80 percent (0.97 =0.8) 
of the variability of market betas can be 
explained by accounting betas. This find- 
ing enables us to understand better the 
determinants of market risk measures. 
Additional insight may be gained by 
studying the determinants of accounting 
betas. 

Next we examine the sensitivity of the 
correlations between market and ac- 
counting betas to the choice of the 


12 To the extent that measurement error is present in 
the variables, the observed correlation coefficient is a 
downward-biased estimate. By aggregation, measure- 
ment error in the variables may be reduced. If the errors 
in the estimated beta coefficients are substantially less 
than perfectly positively correlated, the betas estimated 
for portfolios can be more precise estimates of the true 
betas than the betas for individual securities, 
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TABLE 5 
CORRELATION BETWEEN MARKET AND ACCOUNTING BETAS FOR PORTFOLIOS OF 5 SECURITIES 





Total Period First Period Second Period 
Historical Cost 
a. Non-Bayesian 
NI/CE 429 (.409) 556 (.497) .386 (.335) 
NI/MV : 539 (438) .569 (.537) .517 (.412) 
(NI + Depr)/MV 655 (.616) .735 (.792) 728 (.697) 
b. Bayesian’ Adjusted 
NI/CE 509 (.474) 615 (602) 399 = (.378) 
NI/MV 576 (528) .680 (674) 531 (471) 
(NI+ Depr)/NV 661 (.618) -736 (.743) 718  (.677) 
G P L Adjusted 
a. Non-Bayesian 
NI/CE 430 (.420) 453 (.369) -415 (.339) 
NI/MV 775 (.640) 611 (582) 641 (.547) 
(NI4+ Depr)/MV 809 (789) 553 (510) .739 (727) 
b. Bayesian Adjusted 
NI/CE 581 (.565) 491 (.499) .542 (.509) 
NI/MV 811 (749) -708 (.731) -620 (.573) 
(NI + Depr)/MV 820 (.761) 587 (6149 -727 (689) 
TABLE 6 


CORRELATION BETWEEN MARKET AND ACCOUNTING BETAS FOR PORTFOLIOS OF 10 SECURITIES 


Total Period First Period Second Period 
Historical Cost 
a. Non-Bayesian 
NI/CE A48 (584) .675 (.650) 470 (458) 
NI/MV 624 (.525) 659 (.773) 580 (471) 
(NI + Depr)/MV 805 (.743) 789 (.837) 868 (.818) 
b. Bayesian Adjusted 
NI/CE 609 (.642) 803 (.793) .497 (.526) 
NI/MV .697 (651) -762 (801) 664 (553) 
(NI + Depr)/MV 801 (.749) -773 (.789) .863 (.791) 
G P L Adjusted 
a. Non-Bayesian 
NI/CE 474 (.607) .476 (.439) .558 (.478) 
NI/MV .849 (.784) .7132 (.796) .754 (.665) 
(NI + Depr)/MV .914 (915) 628 (.635) 872 (858) 
b. Bayesian Adjusted 
NI/CE 805  (.752) 637 (.644) -708 (.706) 
NI/MV 916 (877) 837 (872) -745 (.695) 
(NI+ Depr)/MV .929 (.898) 699 (.685) 868 (.816) 


adjustment procedures (the Bayesian and to judge the relative performance of the 
the non-Bayesian) and the earning defi- Bayesian adjustment. In 45 cases, the 
nitions (three alternatives). According to Bayesian adjustment provided a stronger 
Tables 4-6, 54 comparisons are available association. Performing a binomial test, 
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we can reject the hypothesis of equal per- 


formance of Bayesian and non-Bayesian 
adjusted betas at any reasonable signifi- 
cance level. 

Comparing the three different earn- 
ings specifications, we find that the best 
performance (defined in terms of the 
highest correlation) is achieved by (NI 
+Depr)/MY. Out of 36 possible cases, 
this definition was best in 27 cases, 
whereas NI/MV was best eight times and 
NI/CE was superior only in one case.!4 

Various definitions of returns are used 
in the accounting literature, with (NI 
+Depr)/MV not being one of those 
most often used. Our research provides 
some evidence about the merit of this 
specification, which has an initutive 
appeal since it approximates the com- 
panies’ cash flow. These findings suggest 
that investors adjust the earnings re- 
ported to them and do not make decisions 
based solely on reported data. 

The results presented so far are in 
agreement with the BM [1975] study. 
BM examined the association between 
market and accounting betas for various 
earnings definitions and different levels 
of aggregation (i.e., individual securities, 
and portfolios of five and ten securities). 
Similarly to BM, we found in the ma- 
jority of cases a significant association 
between market and accounting betas. 
The estimated correlations in our study 
are of the same magnitude as those re- 
ported in their study. Our results confirm 
BM’s findings that the NI/MV betas 
exhibit a higher correlation with the 
market betas than the NI/CE betas. 
Finally; our results are consistent with 
BM findings that the correlations be- 
tween accounting and market betas in- 
crease as aggregation takes place. 

Tables 4-6 enable us to evaluate the 
information content of GPL adjusted 
accounting numbers versus historical 
cost numbers. As previously explained, 
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a higher correlation between GPL ad- 
justed betas and market betas will indi- 
cate the superior information content 
that adjusted earnings contain over his- 
torical earnings currently provided in 
financial reports. A total number of 54 
comparisons are available. Only in 12 
cases is the performance of historical 
data superior. Using a binomial test, we 
can reject the hypothesis of equal per- 
formance at .000023 significance level. 14 
In all, 18 comparisons are available for 
the total period, and in all of them the 
performance of GPL adjusted data is 
superior. As reported earlier (see Table 
2), the average standard deviation of the 
beta coefficient (Sdbeta) was lower for 
the total period than it was for the sub- 
periods (due to a greater number of 
observations), suggesting that the beta 
estimate for the total period is more 
reliable. Therefore, the results for the 
total period should be given more weight 
than the results for each of the sub- 
periods. It seems noteworthy that aggre- 
gating the two sub-periods into one re- 
sults in a much greater increase in the 
correlations associated with price-level 
adjusted variables than with historical 
cost variables. For example, consider the 
Bayesian adjusted NI/CE variable in 
Table 6. The use of the historical cost 
variables results in correlations of .762 
and .664 for the two sub-periods, respec- 
tively, and in a correlation of .697 for the 


13 Performing a pairwise comparison of the three earn- 
ings specifications, we find that out of 36 possible com- 
parisons (NI+Depr)/MV outperforms NI/MV in 29 
cases and outperforms NI/CE in 34 cases. Comparing 
NI/MV with NI/CE we find that in 33 out of 36 cases 
the ratio scaled by market value is closer associated with 
the market beta, 


14 Under the null hypothesis: 
42 — 27 


2 ee 4,08 
(54 x 0.5 x 0.5 


PIW < 4.08) = .000023 
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total period. When price-level adjusted 
variables are used, the corresponding 
correlations for the sub-periods are .837 
and .745 and the total period correlation 
is .916, which is higher than the correla- 
tion for the two sub-periods. 

Turning to the sub-periods, we find 
differences between the results in each. 
In the first sub-period, betas based on 
historical earnings are more highly as- 
sociated with the market betas than the 
betas based on GPL adjusted earnings. 
Out of a possible 18 comparisons, only 
six are in favor of the GPL adjusted data. 
In all the cases in which the earnings 
series are defined as NI/CE and (NI 
+ Depr)/MV, historical beta produced a 
better association with market beta. 
However, when the earnings series is 
defined as NI/MV, GPL adjustment pro- 
duces a closer association in all cases. In 
the second sub-period, all of the betas 
estimated from GPL adjusted earnings 
had a higher association with market 
beta than the betas estimated from his- 
torical earnings. 

It is important to note that in the ma- 
jority of cases the restatement of histori- 
cal cost data caused a substantial increase 
in the association between market and 
accounting betas. The improvement is 
especially observed with respect to Bay- 
esian betas of portfolios of ten securities 
for the total period: For the NI/CE 
earnings specification, the increase in the 
correlation is from .609 to .805 (an im- 
provement of 32 percent), for NI/MV the 
increase is from .697 to .916 (an improve- 
ment of 31 percent), and for (NI + Depr) 
{MV the improvement is from .801 to 
.929 (an improvement of 16 percent). 

The results reported so far, except for 
some cases in the first sub-period appear 
to reveal that the market beta is more 
closely associated with the restated data 
than with the historical cost data. 

The different results in the first sub- 
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period merit further clarification. One 
possible explanation might be that the 
restated data for the first sub-period are 
subjected to a higher level of inaccuracy 
than those of the second sub-period due 
to the employment of fewer observations 
in their estimation. An alternative ex- 
planation is based on the difference in the 
inflation rates which existed in the two 
sub-periods. 

As pointed out earlier, the inflation 
rate was very low in the first sub-period, 
with an average rate of only 1.7 percent. 
During the second sub-period, which 
coincides with the Vietnam War, the rate 
of inflation increased tremendously to an 
average annual rate of 5.3 percent. Since 
the late 1960s, inflation has become a 
major problem in the U.S. If, because of 
its negligible rate, investors did not con- 
sider inflation as a major issue during the 
first sub-period, they might have acted on 
the basis of historical earnings without 
making any adjustments for changes in 
the purchasing power of money. As a 
result, betas based on historical earnings 
would be expected to produce a better 
association with market betas during that 
sub-period. However, in the second sub- 
period, investors may have started to 


‘take into account changes in the pur- 


chasing power of money because of its 
increased importance. 

This change in investors’ behavior 
might explain the superiority of the re- 
stated data observed in the second sub- 
period. Other studies which dealt with 
inflation also found that during the 1960s 
there was an increased awareness of 
inflation by investors. Yohe and Kar- 
nosky [1969] tested the influence of infla- 
tionary expectations on the nominal 
interest rate and found that the effect was 
much larger in the period 1961-1969 than 
in the period 1952-1960. Gibson [1972, 
pp. 861] found evidence for a particularly 
sharp change in the impact of inflationary 
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expectations on nominal interest rates 
since 1965. He provides a possible ex- 
planation for this phenomenon: 


[I]t may be that transactions and information 
cost are such that at low rates of inflation it 
simply does not pay investors to bother ad- 
justing to inflationary expectations. .. . Ifone 
determines that whatever the rate of inflation 
is, it is unlikely to be large, he might not bother 
looking into actual and projected values of 
these variables. 


Thus, it appears that the few cases ob- 
served in the first sub-period which are 
not in agreement with the main thrust of 
our results, could be explained by the 
differences in the inflation rates between 
the two sub-periods and investors’ re- 
actions to it. 


CONCLUDING REMARKS 


The purpose of this study was to 
explore the extent to which price-level 
data contain information not included 
in the historical-cost data currently pro- 
vided. The measure of information con- 
tent was defined as the degree of associ- 
ation between the market systematic risk 
and the accounting beta. 

The results obtained in this study ap- 
pear to support the hypothesis that price- 
level data contain information which is 
not included in the financial reports 
currently provided. The association be- 
tween market beta and GPL adjusted 
betas was significantly higher than those 
observed between market and historical- 
cost betas. For the total 18-year period 
examined, the GPL adjusted betas out- 
performed the historical-cost betas in 
every single comparison made. This was 
true across the three earnings definitions, 
the two beta specifications (Bayesian and 
non-Bayesian), and the three portfolio 
sizes. Similarly, conclusive results were 
found for the second sub-period which 
was characterized by a relatively high 
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inflation rate. No such definite statements 
could be made regarding the results 
obtained for the first sub-period. This, 
however, could be attributed to the infla- 
tion rate prevailing during the first 
sub-period, which might have been too 
negligible to be incorporated into in- 
vestors’ decisions. 

In the absence of price-level data dis- 
closure, our findings can be interpreted 
as an indication that investors attempt to 
adjust historical-cost data to changes in 
the purchasing power of money and base 
their investment decisions on the restated 
data. If such an interpretation is plausi- 
ble, and if, in addition, accountants have 


‘a relative advantage in producing finan- 


cial information, one may conclude that 
price-level disclosure requirements could 
reduce the real resources needed to 
generate the restated data. This is true 
since the disclosure requirements would 
eliminate the need for financial analysts 
and individual investors to adjust finan- 
cial reports to the changes in the pur- 
chasing power of money, and shift this 
responsibility to firms and their ac- 
countants. 

This study examined the relevance of 
price-level adjusted data to the assess- 
ment of securities risk. Further research 
concerning-the importance of price-level 
data would be useful. This research 
might focus on the relevance of restated 
data to different economic evaluation 
diversions such as bond ratings and the 
prediction of bankruptcy. Another issue 
which should be examined is the sensi- 
tivity of accounting beta estimates and 
the correlations between market and 
accounting betas to alternative methods 
of current value restatement. 

Finally, alternative research designs 
such as the API method [Ball and Brown, 
1968, p. 168] may be used to explore the 
issue examined in this study. 
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Variation in Accounting Information 
Load: The Effect on Loan Officers’ 
Predictions of Bankruptcy 


Cornelius J. Casey, Jr. 


ABSTRACT: One hundred and twenty-two bank loan officers participated in a ques- 
tionnaire study of the effect of accounting information load on their ability to predict 
bankruptcy. The officers were randomly assigned to one of three experimental treatment 
groups, each representing a different accounting information load, and asked to predict 
which of ten sample firms would declare bankruptcy within a subsequent three-year 
period. Officers with the heaviest information load had no greater predictive accuracy 
than officers with a lesser information load, and used significantly more time to assimilate 
the data. These findings indicate the occurrence of accounting information overload. 


ing policy makers is that the pro- 

vision of more data facilitates 
decision making [FASB, 1976]. Both the 
Securities and Exchange Commission 
(SEC) and the Financial Accounting 
Standards Board (FASB) have broad- 
ened their requirements for the disclosure 
of accounting information.! The SEC 
Advisory Committee on Corporate Dis- 
closure, for instance, has recommended 
that accounting policy makers assume 
that target users of accounting data are 
reasonably sophisticated [SEC, 1976] 
and deserve the most complete informa- 
tion practicable. The FASB too, has 
suggested that accountants presume that 
target users are knowledgeable and will- 
ing to invest the necessary effort to under- 
stand detailed accounting information 
[FASB, 1976]. In addition, expanded 
disclosure is a response to the needs of 
such expert users as financial analysts 
[Norr, 1976] and bankers [Wriston, 
1974; Herrick, 1978] whose decision- 
making ability depends heavily on finan- 


T HE prevalent view among account- 
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cial accounting data [Oliver, 1974], and 
who have therefore requested fuller, 
more timely disclosure. 

Expanded disclosure can also have a 
negative effect. Too much information 
can overload the decision-making process 
and (1) make it less efficient by unduly 
delaying decisions, and (2) make it less 
effective by confusing the issues and 
leading to improper decisions. Informa- 


1 The terms “information” and "data” are used inter- 
changeably throughout the paper. 
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tion overload is defined as a decline in 
user performance due to the assimilation 
of additional information. 

Schroder et al. [1967] developed a 
model used in this study, which provides 
one possible explanation for the much- 
discussed limitations of human informa- 
tion processing capacity (Barnard, 1938; 
Miller, 1956; Simon, 1957; Simon and 
Newell, 1971). The model, which applies 
to tasks requiring an analysis of multiple 
alternatives, relates levels of information 
load to information processing com- 
plexity. 

The model predicts that subjects will 
respond to increases in information load 
by increasing the complexity of their 
information processing from relatively 
low-level “concrete” to high-level “‘ab- 
stract.”? More stimuli are detected, finer 
distinctions are drawn among them, and 
the stimuli are integrated in an increasing 
number of alternative ways. This process 
continues as more data are processed 
until the cognitive structure becomes 
overtaxed by the sheer number of stimuli 
which it must combine. At this point, 
resources formerly committed to the 
perception of stimuli are deployed to 
their integration so that new stimuli are 
less well perceived. This effect is known 
as information overload. 

Previous accounting research on in- 
formation overload has been limited in 
scope and is inconclusive. The present 
study was, therefore, designed to deter- 
mine whether the disclosure of increased 
amounts of accounting information im- 
proves decision making by the user or 
overloads the decision-making process. 

One hundred and twenty-two bank 
loan officers from 26 commercial banks 
in 14 states (Table 1) participated in the 
questionnaire study. The research task 
required the officers, using one of three 
differently perceived information loads, 
to predict which of ten real-life firms 
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would declare bankruptcy.* Both the 
subjects and their- lending institutions 
were selected non-randomly, and there- 
fore no claim is made for the generaliza- 
bility of this study’s findings to other 
commercial banks or to bank loan 
officers. 

Loan officers are ideal users of account- 
ing data to be surveyed in this study, 
because they: (1) rely on accounting data 
in decision making [Oliver, 1974; Libby, 
1974; Kennedy, 1975; Herrick, 1978]; 
(2) analyze financial statements with 
considerably greater sophistication than 
other large user groups; (3) play an 
influential role in economic resource 
allocation; and (4) have been surveyed 
in only a small number of previous ac- 
counting studies [Oliver, 1972; Abdel- 
khalik, 1973; Libby, 1974; Kennedy, 
1975]. 

Prediction of bankruptcy was selected 
as the criterion event in this study, be- 
cause it: (1) is a critical performance 
measure of interest to loan officers; (2) 
is amenable to precise measurement; (3) 
has complex consequences for those 
people associated directly and indirectly 
with the firm; and (4) is a useful measure 
for evaluating the validity of accounting 
information [Beaver et al. 1968; AICPA, 
1973; Libby, 1975a; FASB, 1976]. 


? The concept of information overload has been opera- 
tionalized differently in previous studies (see e.g., Miller 
[1956], Oskamp [1965], Schroder et al. [1967], Driver 
and Mock [1975]. All of these studies, however, con- 
sider overload as non-improving user performance due 
to the processing of additional information. 

Information processing complexity is the composite 
degree of differentiation, discrimination, and integration 
applied to an information load. Differentiation is the 
perception of elementary dimensions or aspects of in- 
formation stimuli; discrimination is the detection of dif- 
ferences among stimuli dimensions; integration is the 
combination of stimuli dimensions. 

4 The prediction task was dichotomous, requiring a 
prediction of either bankruptcy or non-bankruptcy. 
Probability estimates of bankruptcy or projections of the 
level of firm success, while perhaps more realistic tasks, 
were not studied due to their anticipated greater level of 
difficulty. 
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TABLE 1 
PARTICIPANT LENDING INSTITUTIONS 


institution 


American Fletcher National Bank and Trust Co. 


Bane Ohio Corporation 

Citizens Fidelity Bank and Trust Co. 
Citizens Savings Bank 

First National Bank 

First National Bank of Boston 

First National Bank of Louisville 
Huntington National Bank 

Liberty National Bank and Trust Co. 
Manufacturers and Traders Trust Co. 
Mellon Bank, N. A. 

Mercantile Trust Co., N. A. 
National Bank of Detroit 


Northwestern National Bank of Minneapolis 


Pittsburgh National Bank 

Republic National Bank of Dallas 
The City National Bank and Trust Co. 
The Cleveland Trust Co. 

The Indiana National Bank 

The National City Bank of Cleveland 
The Northern Trust Company 

The Philadelphia National Bank 


The Third National Bank and Trust Co. of Dayton 
The United States National Bank of Omaha 
The Winters National Bank and Trust Co. 


United Virginia Bank Shares, Inc. 


RELATIONSHIP TO PREVIOUS RESEARCH 


Empirical psychological research has 
shown consistently that performance can 
be impaired by heavy data loads [Miller, 
1956; Winch and More, 1956; Borke 
and Fiske, 1957; Sines, 1959; Golden, 
1964; Oskamp, 1965; Schroder et al. 
1967 ; Streufert, 1972; Simon and Newell, 
1971}. The conclusion from this large 
body of research is that the mind has a 
quite limited capacity for processing and 
storing information. 

Three empirical accounting studies on 
information overload have produced 
conflicting findings. Driver and Mock 
[1975] found that information load de- 
creased decision speed in 54 graduate 
students. Barefield [1972] and Abdel- 
khalik [1973], working with graduate 
students and bank loan officers, respec- 
tively, found better subject performance 


Location 


Indianapolis, Indiana 
Columbus, Ohio 
Louisville, Kentucky 
Providence, Rhode Island 
Dayton, Ohio 

Boston, Massachusetts 
Louisville, Kentucky 
Columbus, Ohio 
Louisville, Kentucky 
Buffalo, New York 
Pittsburgh, Pennsylvania 
St. Louis, Missouri 
Detroit, Michigan 
Minneapolis, Minnesota 
Pittsburgh, Pennsylvania 
Dallas, Texas 
Columbus, Ohio 
Cleveland, Ohio 
Indianapolis, Indiana 
Cleveland, Ohio 
Chicago, Illinois 
Philadelphia, Pennsylvania 
Dayton, Ohio 

Omaha, Nebraska 
Dayton, Ohio 
Richmond, Virginia 


with larger amounts of accounting data. 
The relevant research is summarized in 
Table 2. 

A major difference between the present 
study and previous empirical research is 
the definition of information load. Abdel- 
khalik [1973] and Driver and Mock 
[1975] defined information load accord- 
ing to their own subjective perceptions. 
Barefield [1972] defined information as 
the difference between prior and subjec- 
tive posterior probabilities on the basis 
of new information. In this study, infor- 
mation load is defined as the relative 
amount of data judged by expert bankers 
to be useful for making lending decisions. 


METHOD 


Task 


Subjects were randomly assigned to 
one of three treatment groups. Loan 
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ACCOUNTING STUDIES ON THE EFFECT OF ACCOUNTING INFORMATION LOAD 








Study 


Research Approach 


Focus 


Conclusion(s) 





Davidson and 
Trueblood [1961] 


Fertakis [1969] 


Revsine [1970] 


Miller [1972] 


Wilson [1973] 


Ashton [1974] 


Miller and Gordon 
[1975] 


Barefield [1972] 


Dermer [1973] 


Abdel-khalik [1973] 


Driver and Mock [1975] 


Non-empirical 


Non-empirical 


Non-empirical 


Non-empirical 


Non-empirical 


Non-empirical 


Non-empirical 


Empirical 
(laboratory 
experiment) 


Empirical 
(questionnaire) 


Empirical 
(questionnaire) 


Empirical (multi- 


period laboratory 
business game). 


Accounting data’s role in the de- 
cision-making process. 


Accountant’s approach to the 
societal communication pro- 
cess; psychological processes 
limiting the effectiveness of an 
individual’s data perception 
and usage. 

Accounting policy-making im- 
plications of the Schroder et al. 
(1967) theory of information 
overload. 


Further development of Revsine’s 
arguments for deciding upon 
the usefulness of data expan- 
sion in financial reports. 


Analysis of Miller’s conclusion 
(above). 


Managerial accounting informa- 
tion needs. 


Factors to be considered in 
designing a management in- 
formation system. 


The effect of aggregation versus 
disaggregation of accounting 
data variances on the decision- 
making quality of 28 graduate 
students. 


Assessment of relative impor- 
tance of type and amount of 
accounting data items to 44 oil 
company supervisors. 

The effect of varying the level of 
accounting data aggregation 
on the quality of loan decisions 
of 207 bank loan officers. 


The effect of decision style on the 
frequency of information pur- 
chase and decision speed of 54 
graduate students. 


There is greater benefit in pin- 
pointing user needs than in pro- 
viding abundant accounting 
data. 


User information processing ca- 
pacity should be a primary con- 
sideration in designing account- 
ing reports. 


AAA (1966) and Events Theory 
reporting recommendations 
may cause information over- 
load; reiteration of the David- 
son and Trueblood conclusion. 


Financial analysts’ decision mod- 
els should be the criterion for 
selecting the amount of ac- 
counting data disclosure. 


Miller’s conclusion is invalid since 
available empirical evidence in- 
dicates that information users 
experience overload at approxi- 
mately the same data load levels. 

Emphasis should be on more 
timely, as opposed to simply 
more information. 


The information user’s task and 
environment should be studied 
before recommending informa- 
tion loads. 


Subjects who used disaggregated 
data were more consistent in 
decision-making approach, and 
their overall performance was 
superior to subjects using ag- 
gregated data. 


Subjects with a high intolerance 
for ambiguity prefer more to 
less accounting data. 


Aggregation level had no signifi- 
cant overall effect, but loan 
officers who used disaggregated 
data performed better in an- 
alyzing defaulted firms. 


Two of five decision styles pro- 
duced unexpected results. The 
extremely slow pace of one de- 
cision style is evidence of infor- 
mation overload. Re-examina- 
tion of Decision Style Theory is 
required due to inconsistent 
results. 
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officers in Group I received a consecutive 
three-year set of six financial ratios for 
each of 30 firms—five ratios used in a 
previous study of loan officers [Libby, 
1975a], which had established their pre- 
dictive content: Net Income/Total As- 
sets, Cash/Total Assets, Current Assets/ 
Total Assets, Current Assets/Current 
Liabilities, Net Sales/Current Assets, 
and the additional ratio most often 
requested by loan officers in that study, 
Total Liabilities/Owners’ Equity. Loan 
officers in Group II received these ratios 
plus Income Statements and Balance 
Sheets without notes for the first ten 
firms (Table 3) analyzed by Group I, five 
of which were bankrupt. Group IH loan 
officers, who represented the heaviest 
load condition, were given the notes to 
the financial statements in addition to the 
same data received by Group II. 


TABLE 3 
SAMPLE FIRMS 


Questionnaire Financial 
Identity Actual Identity Status 
One Company Scottex Corporation ‘Bankrupt 


Two Company Resistoflex Corpora- 
tion 

Three Company Sterling Precision 
Corporation 

Four Company The Gray Manufac- 
turing Corporation 

Five Company Permaneer Corpora- 
tion 


Non-bankrupt 
Non-bankrupt 
Bankrupt 


Bankrupt 


Six Company Cohu Electronics, Inc. Non-bankrupt 

Seven Company Old Town Corpora- Bankrupt 
tion 

Eight Company Kysor Industrial Non-bankrupt 
Corporation 

Nine Company General Steel Indus- Non-bankrupt 
tries, Inc. 


Ten Company Maule Industries, Inc. Bankrupt 


Using these data, the loan officers were 
required to predict whether each firm 
would declare bankruptcy within a three- 
year period from the last year for which 
data were provided. For example, using 
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data from 1971, 1972, and 1973 for a 
firm which petitioned for bankruptcy in 
1976, the officers made their predictions 
for the period 1974 through 1976. The 
subjects were also required to report the 
amount of time which they spent in com- 
pleting the task. Predictive accuracy for 
the ten firms and the amount of time 
spent on the task served as the dependent 
measures in this study. 

The Schroder et al. [1967] model is 
applicable only to complex tasks. The 
prediction task in this study conforms to 
this prerequisite since subjects were re- 
quired to analyze financial accounting 
information, a task which is generally 
regarded as complex by accountants 
and bankers [Revsine, 1970; FASB, 
1976; Burton, 1976; Herrick, 1978]. 

The study departs from the Schroder 
et al. [1967] model, however, in one 
significant way—predictive accuracy 
rather than information processing com- 
plexity was used as the dependent vari- 
able. Although the Schroder et al. [1967] 
model does not discuss predictive accur- 
acy as a performance criterion, it does 
equate abstract and concrete information 
processing complexity with good and 
poor performances, respectively, in com- 
plex tasks. 


Development of Information Load Levels 


The amounts of data used in this study 
were determined by the following pro- 
cedures: 

(1) Prior to distribution of the ques- 
tionnaire, an expert panel of three bank 
loan officers, headed by the Chairman of 
the Statement Studies Committee of 
Robert Morris Associates, examined 
each of the three types of questionnaires 
and agreed (a) that the information loads 


3 Thirty firms were presented to Group I in order to 
have a sufficient number of observations for a future 
study involving an analysis of the loan officers’ subjec- 
tive cue weightings. 
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in the three cases were significantly 
different and (b) that the largest data 
amount was sufficiently heavy to test for 
information overload.® They also be- 
lieved that, because the majority of the ex- 
perimental subjects were among Robert 
Morris Associates’ most active and so- 
phisticated loan officers, the question- 
naire would be thoroughly examined. 

(2) Financial statement notes were 
selected as the incremental information 
for the group of loan officers with the 
heaviest load. Notes are an important 
part of financial statements and are 
generally viewed as a potential source of 
considerable information [AICPA, 
1977]. The expert panel judged that data 
contained in the notes for the sample 
firms—such as the firms’ accounting 
policies, changes in accounting principles, 
and significant long-term commitments— 
were useful to the officers for predicting 
bankruptcy. 

(3) Each officer indicated his percep- 
tion of the difference between his infor- 
mation load and the load of the adjacent 
treatment group(s). Findings presented 
in the Results section are consistent with 
the opinion of the expert panel that the 
information loads were substantially dif- 
ferent. 


Firm Sample and Predictive Content 


Fifteen bankrupt firms were randomly 
selected from the population of all pub- 
licly traded corporations which satisfied 
the following criteria: (1) filed’a bank- 
ruptcy petition under Chapter X or XI 
of the Federal Bankruptcy Act during 
the period 1972 through 1976; (2) were 
listed under the “Bankruptcy” heading 
in The Wall Street Journal Index; (3) had 
available at least five consecutive years of 
annual report data. Data from the third, 
fourth, and fifth years prior to bank- 
ruptcy were used in the study. These data 
had been found in the Beaver [1966] and 
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Deakin [1972] studies to possess statis- 
tical information content for predicting 
bankruptcy with greater than random 
accuracy. Data from the two years 
immediately prior to bankruptcy had 
also been shown in these studies to be 
extremely representative of failing firms’ 
deteriorating conditions, so that includ- 
ing these data might have resulted in a 
trivial prediction task. Fifteen non- 
bankrupt firms were randomly chosen 
from the COMPUSTAT Industrial Tape 
and their accounting data selected from 
the same time period were used. 

The ten firms common to all subjects 
ranged in total asset size from $4.4 to 
$123.3 million, each with a different 
SIC code. Of the five bankrupt firms, 
one each filed for bankruptcy in 1973, 
1974, and 1975, and two in 1976. Their 
identities were concealed by labeling 
them as One Company, Two Company, 
and so on. All proper names were 
changed in the financial statements, and 
the only non-accounting data presented 
were the time period of the data and the 
firms’ SIC classifications. 

The statistical predictive content of the 
six financial ratios available to all subjects 
was examined prior to mailing the ques- 
tionnaires A separate generalized 
squared distance classification model 
[Tatsuoka, 1974] was constructed for 
each of the three years of data. The mod- 
els for the two years immediately prior to 
the prediction period correctly classified 
the same seven of ten sample firms. One 
of the misclassified firms, Three Com- 


ê The possibility exists that the panel members’ belief 
may have been influenced by their own feelings of in- 
creased confidence associated with larger amounts of 
data. Psychological research studies have reported find- 
ings of increased subject confidence with larger amounts 
of data without a corresponding improvement in per- 
formance [Slovic and Lichtenstein, 1971]. In addition, at 
least one empirical accounting study [Libby, 1975b] has 
found a lack of significant association between actual 
and expected performance. 
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pany, was predicted accurately by 95 
percent of the subjects, indicating some 
apparent predictive content not dis- 
covered by the statistical models. Ac- 
cording to these results, all subjects had 
a basis for accurately predicting at least 
eight of the ten firms. The null hypothesis 
of random predictive accuracy (i.e., 
p=.5) was rejected in favor of the one- 
sided alternative hypothesis of greater 
than random accuracy at the .06 a-level 
based on the eight successes using the 
binomial test [Hollander and Wolfe, 
1973]. Because 16 of 20 predictions could 
have been made correctly for the two 
years combined, the true «-level is less 
than .06, but its precise level is not 
determinable, as the predictions for the 
two years were not independent. 


Subjects 


Robert Morris Associates supplied a 
list of 27 commercial banks from 18 
cities in 14 states, Nineteen of the 27 
banks or their holding companies were 
among the best-performing banks in 
Business Week's 1977 annual “Survey of 
Bank Performance” (“Slack Loan De- 
mand,” 1977). This non-random sample 
of banks was selected using two criteria: 
(1) their active participation in Robert 
Morris Associates’ functions; and (2) 
the opinion of Robert Morris Associates 
that the officers at these institutions were 
a representative, sophisticated group of 
accounting information users. 

_A letter signed by the Chairman of 
Robert Morris Associates’ Statement 
Studies Committee, explaining the re- 
search objectives and soliciting the bank- 
ers’ cooperation, was sent to a senior 
loan officer at each bank. The seniors 
were contacted by phone within the next 
week, and any questions regarding the 
purpose or administration of the study 
were answered at that time. Twenty-six 
of the 27 institutions agreed to encourage 
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their officers to participate. They subse- 
quently mailed to the researcher the 
names of 170 potential subjects. Re- 
sponses ranged from one to 15 names per 
bank. 

After questionnaires were mailed and 
60 of them had been returned, a follow-up 
phone call was made to the senior officers. 
By the end of the month-long study pe- 
riod, 62 additional questionnaires had 
been returned, totaling 122—46 from 
Group I, 42 from Group II, and 34 from 
Group IH—an overall response rate of 
72 percent. 


Procedures 


The financial data were obtained from 
Leasco microfiche films and, after being 
typed and reproduced, were bound in 
questionnaire booklets. Each booklet 
indicated the sponsorship of Robert 
Morris Associates and the Bank Admin- 
istration Institute, included a set of in- 
structions, and contained a cover letter 
signed by the Chairman of the Statement 
Studies Committee of Robert Morris 
Associates. The cover letter explained the 
purpose of the research, requested the 
officer’s cooperation, and assured confi- 
dentiality of the individual test results. 
Each questionnaire also contained an 
abridged version of the Myers-Briggs 
Indicator [Myers, 1962], personal back- 
ground questions, and questions con 
cerning the subject’s perceptions of the 
experimental task. 

Nine officers of banks in Columbus, 
Ohio, three from each of the three treat- 
ment groups, pre-tested the question- 
naire booklet, found the instructions and 
task understandable, and did not suggest 
any modifications. Accordingly, ques- 
tionnaires were then mailed to the officers 
directly, together with a stamped en- 
velope for direct return to the researcher. 

The unusually high objective prior 
probability of bankruptcy which was not 
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revealed to the subjects, and a symmetri- 
cal scoring system for bankrupt and non- 
bankrupt firms were used for several 
reasons.’ First, an undisclosed 50 percent 
probability lessened the likelihood of 
good subject performance due to reliance 
on very high subjective prior probabili- 
ties of non-bankruptcy. Second, the 
potential dispersion of performance 
scores was increased. Third, the subjects 
were discouraged from performing a 
selective search for only one or two bank- 
rupt firms. Fourth, the development of 
an asymmetrical scoring system would 
have required allowance for individual 
institutional differences and would have 
been very unwieldy. Also, the interpreta- 
tion of subject scores for assessing the 
impact of information load would have 
been difficult. Because the officers were 
told to assume their institution’s payoff 
structure, the scoring system should not 
have biased the study’s findings.® 

To increase subject interest in the task: 
(1) The subjects were informed of the 
sponsorship of Robert Morris Associ- 
ates and the Bank Administration Insti- 
ture; (2) The officers were offered rewards 
for superior performance; and (3) Task 
performance feedback was made avail- 
able to the officers at their request. 


RESULTS 
Analysis of Sampling Bias 


Eight analyses of variance, each a 
3x2 randomized block factorial design 
[Myers, 1975; Nie et al., 1975], were 
performed in order to determine the 
likelihood of sampling bias attributable 
to non-respondents and subject assign- 
ment to treatment groups. 

The possibility of non-respondent bias 
was assessed using the last 62 respond- 
ents, or second wave, as a surrogate for 
non-respondents and testing for signifi- 
cant differences between the two levels 
of the blocking variable (wave) on each 
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of the eight dependent variables in Table 
4, ANOVA shows that non-response is 
unlikely to have effected the experimental 
results.’ 

The effectiveness of random subject 
assignment was examined by testing for a 
significant effect of information load 
group on the dependent variables (A) 
through (E) in Table 4. ANOVA assures 
that subjects were assigned to treatment 
groups randomly. +° 


Validation of Perceived Information Loads 


The information loads, which were 
assessed as substantially different by the 
panel of expert bankers prior to distri- 
bution of the questionnaires, were also 
evaluated by the subjects. Each subject 
indicated his perception of the difference 
between his information load and the 
load(s) of the adjacent treatment group(s) 
on a seven-point equal-interval scale. A 
value of 1 on Group I’s scale represented 
no less information content than Group 
II, and a value of 7 indicated much less 
information. Group IMs scale ranged 
from a value of 1, signifying no more 


7 The term “objective prior probability of bank- 
ruptcy” means the relative frequency of bankruptcy in 
the ten firm sample, i.e., 50 percent. 

8 There is no apparent reason to suggest that any 
confounding, which may have been introduced by these 
aspects of the design, would have been distributed dif- 
ferently across treatment groups. 

? Two accuracy scores are included due to the anom- 
alous results for the non-bankrupt firm, Nine Company. 
Although over 93 percent of all predictions for the other 
non-bankrupt firms were correct, over 90 percent of each 
treatment group inaccurately predicted Nine Company’s 
future status. A highly unprofitable division of Nine 
Company was discontinued in 1972, and financial per- 
formance improved considerably thereafter. However, 
only data through 1971 were available to the subjects. 

10 Because of the nature of the dependent variables, 
non-parametric analyses were also performed. The 
Kruskal-Wallis one-way layout [Hollander and Wolfe, 
1973] was used to assess the randomness of subject 
assignment. The Wilcoxon rank-sum test [Hollander and 
Wolfe, 1973] was used to test for differences between 
waves for each treatment group on each variable. The 
results for significant findings were identical to the 
parametric analyses. All null hypotheses were tested 
against two-sided alternative hypotheses. 
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TABLE 4 
THE EFFECTS OF WAVE, INFORMATION LOAD, AND INTERACTION 


Group 


Computed Hypothesis 


Dependent Variable I H HI F-Statistic 
(A) Average number of 
years as a loan officer 6.96 


(B) Average number of 
loans made in year prior 
to study 


(C) Percentage who were 
members of a professional 


Rejection 





7.34 8.83 -191 -752 998 372 845 
101-150 101-150 101-150) 2.126 148 1.368 259 206 814 


Information Load Interaction 


Minimum Miniman Minimum 
a-level a-levei a-level 
for Nail for Nuil for Null 


Computed Hypothesis 
F-Statistic Rejection 


Computed Hypothesis 
F-Statistic Rejection 
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bankers association 48 50 59 i279 599 651 524 


(D) Percentage who were 

classified as sensors* by 

the abridged Myers-Briggs 

Indicator 67 54 67 79 


(E) Percentage who classi 
fied themselves as 


-376 391 -678 1.825 -166 


industry specialists 20 19 6 2.238 1.375 2.244 lk 


(F) Average predictive 
accuracy scores (based 


on 10 firms) 4.13 5.55 $.27 Po 19.444 a <.Q001** 1.327 .269 


(G) Average predictive 
accuracy scores (based 
on 9 firms) 4.09 5.48 5.21 


(H) Average amount of 
time spent on task (hours) 2.49 3.63 5.87 


EEPE 18.222 a <.0001** 1.258 -288 


7.581 001** 1.434 243 


* A sensor is one of two information processing styles considered on the abridged Myers-Briggs Indicator [Myers, 1962]. According to Buros 
{1970}, the indicator is the most reliable and valid instrument for classifying information processing styles studied by Jung [1971]. 


_ ** Reject the null hypothesis. 


information than Group II, to a value of 
7, meaning much more information. 
Group II subjects used two scales to 
indicate their information load percep- 
tions relative to Group I and Group III. 

Mean values for Group I and Group 
II were 5.4 and 4.5, respectively. Group 
IPs mean responses were 5.2 relative to 
Group I, and 4.9 relative to Group III. 
Although these results do not confirm 
the existence of significantly different 
information loads, they are consistent 
with ex ante perceptions.1! 


Hypothesis Tests 


The analyses of variance indicated 
highly significant overall effects of infor- 
mation load on predictive accuracy and 


on the amount of time spent on the task. 
Summary statistics for accuracy and 
time spent are contained in Tables 5 and 
6, respectively. The conceptual model of 
overload predicts improvement in task 
performance followed by negative re- 
turns due to increases in information 
load. To test each of these features, pair- 
wise mean differences in predictive ac- 
curacy and amount of time spent be- 
tween Groups I and II and between 
Groups IT and II were examined for sig- 
nificance using Dunn’s multiple planned 
comparison procedure [Kirk, 1968]. 


11 Between-group comparisons of mean differences 
were not attempted, because a one-to-one correspon- 
dence of scale values between groups did not exist. 
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TABLE 5 


SUMMARY STATISTICS FOR PREDICTIVE ACCURACY SCORES 


(Based on 10 Firms) 


Standard 
Deviation 
Minimum 
Value 


Maximum 
Value 
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TABLE 6 


SUMMARY STATISTICS FOR AMOUNT OF TIME SPENT 
(Hours) 









Minimum 
Value 
Maximum 

Value 


TABLE 7 
PAIRWISE COMPARISON OF MEAN DIFFERENCES IN PREDICTIVE ACCURACY AND AMOUNT OF TIME SPFNT 


Dependent Variable 


Predictive Accuracy I versus II 
(based on 10 firms) H versus HI 

Predictive Accuracy I versus H 
(based on 9 firms) I versus HI 

Amount of time spent I versus H 
(hours) II versus IHH 


* Reject the null hypothesis. 


Treatment Groups 


Critical Difference Required 


for Rejection of Null 

Hypothesis** Actual Difference 
69 (a <.01) 1.42* 
59 (a<.05) 0.27 
69 (a<.01) 1.397 
59 (a <.05) 0.28 

1.78 ((a<.05) 1.14 

1.92 (a<.05) 2.24* 


** All null hypotheses were tested against one-sided alternatives. 


Group II predicted significantly better 
than Group I and did not spend more 
time on the questionnaire, as indicted 
in Table 7. Group III spent significantly 
more time on the task than Group II, 
and did not predict any more accurately. 

Accuracy of prediction, alone, does 
not confirm the occurrence of overload. 
Assuming a non-zero opportunity cost 
of loan officers’ time, however, the find- 
ings for accuracy and time spent taken 
together indicate negative returns to 


processing the additional financial note 
information. 

The possibility that subject perfor- 
mance was a function of the amount of 
time spent was also examined. The find- 
ing of overload could be an artifact of the 
experimental design if subjects would 
have performed better by spending more 
time on the experimental task, or if sub- 
ject performance was adversely affected 
by the possible fatigue of completing a 
long questionnaire. Pearson correlation 
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TABLE 8 
PEARSON CORRELATIONS BETWEEN PREDICTIVE ACCURACY AND AMOUNT OF TIME SPENT 


Correlation Coefficient 







Minimum a-level for 
rejection of Ho: p=0 
in favor of Hy: p#0 


coefficients between accuracy and 
amount of time spent were computed for 
each group and for all subjects combined, 
and tested for statistical significance 
(Table 8). None of the correlations were 
significant. 

Another measure of subject reaction to 
the additional data in Group III was the 
lower response rate of Group III (.59) 
relative to Group II (.75) and to Group I 
(.82), significant at the .07 and .05 ¢- 
levels, respectively, using a test of differ- 
ence in proportions (Blalock, 1972). 
However, this lower return rate for 
Group III should not be regarded as con- 
firmation of the concept of overload used 
in this study, which requires subject 
assimilation of information. Simply being 
overwhelmed by the magnitude of the 
task is not the same as information 
overload. The strict definition of infor- 
mation overload maintains that even if 
more data are cognitively processed, 
performance will be poorer. 


CONCLUSION 


This study has shown that adding 
financial statement notes to a smaller 
information load did not improve the 
predictive accuracy of corporate bank- 
ruptcy and did consume a significantly 
larger amount of loan officer time to 
process the data. Because of the revealed 
preference of accounting policy makers 
for expanded accounting information 


Group 
i Lil 





disclosure, further related research 
should be conducted to assess the gen- 
eralizability of this study’s finding of 
information overload. 

Previous research [Abdel-khalik, 
1973], has suggested that an increase in 
information load beyond a certain level 
may be relied upon by subjects only for 
the additional confidence which it im- 
parts. The results of the present study 
indicate, however, that subjects do at- 
tempt to assimilate the additional data 
into their decision processes. 

The results also indicate the absence of 
a “filtering strategy” [Beach et al. 1971] 


which might have been used by the loan 


officers to reduce all three information 
loads to a common set of information 
items for predicting bankruptcy. 

The possibility of an optimal amount 
of financial note information for a par- 
ticular accounting judgment limits the 
generalizability of the overload finding. 
For two firms, Two Company and Seven 
Company, the subjects in Group III had 
fewer prediction errors than officers in 
Group II. In addition, a generalization 
of the finding of overload to other infor- 
mation loads is inappropriate since the 
information loads used in this study were 
not randomly selected. 

In general, subjects in this study did 
not predict with greater than random 
accuracy. This is due in part to the 
considerably larger percentage of non- 
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TABLE 9 


PERCENTAGE OF MISCLASSIFICATIONS AND PERCENTAGE 
OF NON-BANKRUPT PREDICTIONS BY GROUP 


Prediction Errors 
Non-Bankrupt 
Type I Type Il Predictions 


m2 | 287 


Group 


67.1 73.1 





bankrupt predictions and Type I errors 
(Table 9).'* There are at least two pos- 
sible explanations of these data. One 
hypothesis is that bankruptcy is generally 
more difficult to predict than non- 
bankruptcy based on the selected ac- 
counting information used in this study. 
A second possibility is that, while bank- 
ruptcy may be no more difficult to predict 
in a real-life context, the results should 
be expected due to the unusually high 
objective prior probability of bankruptcy 
used in this study. In effect, if loan officers 
have low subjective prior probabilities 
of bankruptcy, this may indicate that 
they analyze financial data to test a null 
hypothesis that firms succeed. A sug- 
gestion for future related research is to 
elicit subjects’ prior probabilities and/or 
use objective prior probabilities of bank- 
ruptcy based on an analysis of the fre- 
quency of corporate bankruptcy. 

The following additional suggestions 
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are made for consideration in conducting 
future research: 


(1) A more objective definition of in- 
formation load should be devel- 
oped. This might be achieved by 
limiting research to data such as 
financial ratios whose environmen- 
tal predictive ability can be estab- 
lished statistically. There is a 
possibility that the expert panel of 
loan officers and the subjects in 
Group II perceived more informa- 
tion content when environmental 
predictive content remained the 
same. 

(2) More attention should be given to 
which specific elements of infor- 
mation load (e.g., number of cues, 
cue format, predictive content, 
etc.) impose the heaviest cognitive 
burden. 

(3) Information loads different in com- 
position from those used in this 
study should be used. 

(4) A laboratory or field experiment 
should be used to overcome the 
lack of control inherent in using a 
mail questionnaire. 


As these suggestions imply, consider- 
able investigation is still needed to docu- 
ment the specific underlying causes of 
information overload. 


12 Tyne I error is the prediction of non-bankrupt for a 
bankrupt firm (or false negative), and a Type II error is 
the prediction of bankrupt for a non-bankrupt firm (or 
false positive). 
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The Effect of Gifts, Discounts, and 
Client Size on Perceived 
Auditor Independence 


Kurt Pany and Philip M. J. Reckers 


ABSTRACT: The American Institute of Certified Public Accountants has indicated that 
auditor independence, both actual and perceived, is necessary to maximize the benefit of 
auditor association. This paper reports the results of a study of stockholder perceptions 
of the effect of relative client size, gifts, and purchase discount arrangements on auditor 
independence. The findings indicate that gifts and discount arrangements of even a 
minimal amount significantly affected users’ perceptions of auditor independence. The 


effect of client size was not significant. 


states that the primary purpose of 

the Federal Securities Act of 1933 
and the Securities Exchange Act of 1934 
is “to instill public confidence in the 
reliability and accuracy of information 
reported by publicly-owned corpora- 
tions.” The Report further suggests that 
independent auditors perform “a key” 
function in ensuring this reliability and 
must therefore have the complete confi- 
‘dence of the public [p. 1]. 

The importance of auditor indepen- 
dence has been well documented in the 
professional literature. The American 
Institute of Certified Public Accountants 
(AICPA) explicitly recognized the need 
for auditor independence in the ten 
generally accepted auditing standards 
which it has promulgated. The second 
standard states: 


T Metcalf Report [1976, p. 1] 


In all matters relating to the assignment, an 
independence in mental attitude is to be main- 
tained by the auditor or auditors [AICPA, 
1975a, para. AU 150.02]. 


In a similar manner in its report the Com- 
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mission on Auditors’? Responsibilities 
(Cohen Commission) notes that: 


One of the main values of an audit to users of 
financial statements is increased confidence 
in those statements because management’s 
representations as to its performance and 
stewardship are reviewed and reported on by 
someone independent of the control of man- 
agement [AICPA, 1978, p. 93]. 


Actual independence, however, is not 
sufficient in itself; the auditor must also 
be recognized as independent. Situations 
which in the view of the public might 
appear compromising must be avoided 
[AICPA, 1975a, para. AU 220.03]. Thus, 
both actual and perceived auditor inde- 
pendence are critical elements in the 


Kurt Pany is Assistant Professor of 
Accounting, Arizona State University, 
and Philip M. J. Reckers is Assistant Pro- 
fessor of Accounting, University of Mary- 
land at College Park. 


Manuscript received April, 1978. 

Revisions received July and December, 1978 and 
March, 1979. 

Accepted May, 1979. 


Pany and Reckers 


maintenance of public confidence in the 
auditing profession. 

The objective of this paper is to report 
the results of an empirical investigation 
of factors which may influence actual 
and/or perceived auditor independence. 
Stockholders were asked to indicate 
their perceptions of an auditor’s ability 
to remain independent under various 
conditions. Specifically, the effects of the 
following circumstances were consid- 
ered: 


(1) auditor acceptance of gifts or par- 
ticipation in discount purchase 
arrangements of various dollar 
amounts made available by the 
chent, and . 

(2) the size of the client. 


The first section of this paper contains 
pertinent background development of 
these factors. Following that, the method- 
ology of the study is explained and the 
results are presented. Limitations and 
implications follow. 


BACKGROUND 


The question of the propriety of 
auditor acceptance of gifts or purchase 
discounts from clients does not seem to 
have received adequate attention by the 
AICPA. The Institute has noted that the 
appearance of independence may be 
lacking if a CPA accepts more than 
“token gifts” from a client [AICPA, 
1975b, para. ET 191.002]. No explicit 
guidelines, however, are cited. No official 
pronouncements address the issue of 
auditor participation in discount pur- 
chase arrangements with clients. 

The question of the propriety of 
auditor acceptance of gifts or participa- 
tion in discount purchase arrangements 
was addressed, however, by the Cohen 
Commission [AICPA, 1978]. In sup- 
porting studies conducted under its aegis, 
the Commission found that over 32 per- 
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cent of the 1126 CPAs in public account- 
ing responding to the survey indicated 
that their firms did not have a policy 
prohibiting the acceptance of gifts. Fur- 
thermore, 66 percent of the total re- 
spondents (this also included 400 CPAs 
who had left public accounting) indicated 
that their firm had no policy prohibiting 
the purchase of client products at a dis- 
count not available to the public; 36 
percent acknowledged having made such 
purchases [AICPA, 1978, pp. 178-179]. 
In fact, in a portion of the survey not 
directly reported by the Cohen Com- 
mission, Rhode [1977, p. 278] found that 
28 percent of those still in public account- 
ing replied that their firms actually 
encouraged, officially or otherwise, the 
purchase of client products. The Cohen 
Commission concluded that the AICPA 
should provide more definitive guidance 
on what constitutes a “token” amount, 
and that individual CPA firms should set 
about establishing more explicit rules 
respecting the above matters [p. 121]. 
Accordingly, one objective of this study 
was to investigate empirically the im- 
pact of these factors (ie., gifts and 
discount purchase arrangements) on 
stockholder perceptions of auditor inde- 
pendence. 

A second purpose for the study was to 
evaluate the influence of the relative size 
of the client on stockholder perceptions 
of auditor independence. In this area, 
also, there is currently little professional 
guidance. None of the ethical standards 
of the AICPA addresses the issue. Fur- 
thermore, the Cohen Commission only 
indirectly addressed this potential prob- 
lem area when it stated: 


The process of appointing and changing 
auditors, rather than how the auditor is paid, 
should be the cause for concern [AICPA, 
1978, p. 105]. 


The Accountants International Study 
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TABLE ł 
PROFILE OF RESPONDENTS 
Highest Formal Education Age 
High School Graduate 3% 35 and below 14% 
College A.B. or Some College n% 36-45 10% 
B.S. Degree 55% 46-55 20% 
M.S. or M.B.A. Degree 259 56-65 39% 
Ph.D. 6% Over 65 17% 
Ofñcer/Director of Firm Listed on’ Maximum Investment at One Time 

New York Stock Exchange 9% Below $10,000 25% 
American Stock Exchange 4% $10,000~-$50,000 22% 
Other Stock Exchange 8% $50,001-$ 100,000 14% 
Privately Traded 30% $100,001 -$200,000 n% 
None 49% $200,001 -$500,000 15% 

Over $500,000 13% 


? Respondents replying to more than one of the categories have been included in the total of the 


largest exchange to which they replied. 


Group [1976] has recommended that 
auditors be restrained from accepting 
engagements for which the fee makes up 
a “significant” portion of the auditor’s 
total fee income—10 percent of audit 
firm income was defined as the threshold 
of significance. 


DESCRIPTION OF THE STUDY 


Each participant in the study was asked 
to evaluate an auditor’s ability to resist 
pressure from a client to subordinate his 
audit judgments. Information pertaining 
to the existence of purchase discount 
arrangements or gifts of a specific size 
(low, medium, high) and information 
pertaining to client size (small or large) 
was varied across the cases to which the 
subjects responded. 


Subjects 


Subjects were randomly selected from 
a commercially prepared list of stock- 
holders who had, within the last year, 
purchased one or more blocks of 100 
shares of common stock in companies 
listed on either the New York or Ameri- 


can Stock Exchange.’ The initial mailing 
was to 480 stockholders. Approximately 
14 percent of the mailings (68) were 
returned due to address changes. From 
the balance, the aggregate response rate 
was 32 percent; the usable rate, 26 
percent.” 

The respondents were a heterogeneous 
group with an average age of 55 anda 
standard deviation of 14 years. The 
median and mean maximum investment 
in stock (at any one pcint in their life) was 
$65,000 and $235,000, respectively. Great 
variation among subjects is evidenced by 
the fact that the lowest 25 percent of the 
respondents held a maximum of less than 
$10,000 in stock, while all members of 
the top quartile held over $300,000 in 
stock investments at one point in time. 
Table 1 presents the complete respondent 
profile. A knowledge of the respondents 
is essential as generalizations of results 
beyond this group are tenuous. 


This mailing list was the cne employed in the Cohen 
Commission investor surveys. 

* Twenty-five responses were eliminated due to failure 
of the respondent to complete some aspect of the study 
instrument or respondent profile. 
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Independent Variables 


Three independent variables were ma- 
nipulated: 


(1) Purchase discount arrangement or 
gift (hereafter, discount/gift), 

(2) Size of purchase discount or gift— 
$3, $40, or $125 (hereafter, amount 
of savings), and 

(3) Client size—one percent or ten per- 
cent of office revenues. 


Discount /Gift. As previously noted, the 
AICPA considers the acceptance of gifts 
of more than a “token” value to be 
unethical. No specific guidelines exist 
regarding gifts or discount purchases. In 
fact, many firms encourage their employ- 
ees to purchase from clients. Manipula- 
tion of this variable helped assess 
whether stockholders perceive a differ- 
ence between gifts (which are ethically 
constrained) and discounts (which to 
some extent are approved since they are 
not ethically constrained). If no differ- 
ence was detected, it would seem incum- 
bent that standards for purchase dis- 
counts, as well as gifts, be established. 
Discount purchase participation was op- 
erationally effected in the test instrument 
via a positive response being noted by an 
auditor to an opportunity to purchase 
goods from a client at a wholesale price. 

Amount of Savings. Three amounts, 
$3, $40, and $125, were manipulated 
within the gift and purchase discount 
framework. These amounts were selected 
to give a wide range of possible savings or 
benefit to the auditor. Surveys conducted 
in conjunction with the Cohen Commis- 
sion indicated that auditors perceived 
professional ethics and-the need for an 
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appearance of independence as restrain- 
ing gift acceptance when gifts exceed $25. 
In this study, via manipulation of this 
factor, we attempt to measure investor 
perceptions of the appearance of inde- 
pendence when different amounts of 
savings were involved. The $3 figure was 
selected to represent a nominal amount. 
The researchers involved in the Cohen 
Commission study implicitly assumed 
gifts of such size would be irrelevant to 
any deterioration of perceived inde- 
pendence; we tested that assumption. 
The $40 figure was thought to be clearly 
more than nominal savings and a some- 
what significant savings for the auditor. 
The upper limit was selected to be $125 
because few respondents to the Cohen 
Commission study indicated gifts beyond 
that level. 

Client Size. The manipulated levels of 
this variable, one percent and ten percent 
of office revenues, were chosen to ap- 
proximate a small-to-average-size client 
and a large client. Interviews with mem- 
bers of the profession regarding this point 
indicate that these figures were reason- 
able. Given the Accountants Inter- 
national Study Group recommendations 
discussed earlier, the 10 percent figure 
seemed especially worthy of investiga- 
tion. 


Dependent Variable 


The subjects were asked in each of 
seven factual situations to evaluate an 
auditor’s ability to resist pressures from 
his client to subordinate his audit judg- 
ments. The following seven-point re- 
sponse scale was used: 


Based on these facts, Mr. Kinney would be 
able to resist pressures from M to subordinate 
his audit judgments. 


1 2 3 4 5 6 7 
Strongly Tend to Tend to Strongly 
Agree Agree Agree Uncertain Disagree Disagree Disagree 
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Experimental Design 


The main experimental design was a 
split-plot factorial analysis of variance 
(ANOVA) design with one non-repeated 
measure and two repeated measures 
[Kirk, 1968, Chap. 8]. The size of client 
variable was non-repeated while both the 
discount/gift factor and amount of sav- 
ings were repeated. In Figure 1, the de- 
sign is diagrammed. All subjects received 
either a large-client form or a small- 
client form of the research instrument. 
Each participant responded to six situa- 
tions, the order of which was varied 
across subjects. 


FIGURE 1 
EXPERIMENTAL DESIGN 






Repeated 






Measures Discount 
Purchase 
Subjects Arrangement 













$3 $40 $125 $3 $40 $125 


Small Client 
(1% revenues) 


Large Client 
(10% revenues) 


Additionally, a seventh situation was 
used in which the auditor was offered a 
$3 gift which he did not accept. This con- 
dition was used as a “control” level in an 
additional two-way analysis of variance 
in which the size of client was the non- 
repeated measure and size of gift was 
repeated. 

This design was chosen for several 
‘reasons. First, a factorial design allows 
assessment of the effects of the inde- 
pendent variables simultaneously and is 
thus more complete than a single factor 
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experiment, since it allows the evaluation 


of interaction effects. Another approach, 
one using a simple direct questionnaire, 
would generally not allow an evaluation 
of interaction effects. 

The repeated-measure design econo- 
mizes on the number of subjects needed 
for the study. Also, while repeated- 
measures designs have limitations (see 
below, “Limitations’’), they allow the 
subject to serve, in effect, as his own 
control in the sense that a within-subjects 


. error term is used for the repeated mea- 


sures. This use of a within-subjects error 
term serves to mitigate the potential 
influence of interpersonal differences 
[Kirk, 1968, pp. 245-249]. 

The use of a non-repeated factor made 
the length of the questionnaire manage- 
able for the respondent. It was hoped 
that providing a shorter instrument 
would encourage a greater response rate 
and also discourage ill-considered re- 
sponses that might otherwise develop 
toward the end of a lengthy question- 
naire. 


RESULTS 
Main Effects 


Table 2 presents the results of the over- 
all ANOVA, testing the implicit null 
hypotheses of no statistically significant 
effects for any of the tested sources of 
variation. The only significant main 
effect observed was the amount of sav- 
ings. Tukey’s HSD multiple-comparison 
procedure was used to determine which 
means differed significantly from one 
another—those tested were the 2.42, 
3.33, and 3.76 from Table 3 for the $3, 
$40, and $125 savings, respectively (see 
Appendix for a summary of responses). 
Results of the Tukey test indicated that 
all levels of this variable ($3, $40, $125) 
differed significantly from one another at 
the .01 level of confidence (hereafter, 
p<.01). From a pragmatic standpoint, 
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TABLE 2 


SUMMARY FINDINGS FOR OVERALL ANALYSIS OF VARIANCE FOR EFFECTS OF SIZE OF CLIENT, 
Discount/GIFT, AND AMOUNT OF SAVINGS VARIABLES 














Source dif SS MS F 

A Size of Client l 27.84 27.84 1.71 

D-Within 104 1689.33 16.24 
B Discount/Gift l 83 .83 84 
AB l .64 64 64 
BD 104 103.03 99 
C Amount of Savings 2 198.09 99.04 72.49" 
AC 2 1.05 53 38 
CD 208 284.19 1.37 
BC 2 13.82 6.9] 11.68" 
ABC 2 3.07 1.54 2.59 
BCD 208 123.11 59 

* Significant at .01. 
TABLE 3 


INTERACTION MEANS 
(Discount/Gift x Amount of Savings) 





$3 Savings $40 Savings $125 Savings Row Means 
Purchase Discount Arrangement 2.58———- §--—_——3 .24_-— S358 3.13 
Gift 2.25-——--—- $3.42 S~——-3.94 3.20 
Column Means 2.42 3.33 3.76 3.17 


S= Difference significant at the .01 level. 


one may observe that both the $40 and 
$125 levels so influence perceptions of 
independence that the respondent no 
longer even “‘tends to agree” (a score of 
3.0) that the auditor under those circum- 
stances can resist-client pressures. At the 
$125 level, the confidence of the respon- 
dent-stockholders clearly approaches the 
“uncertainty” midpoint of the response 
scale. 

Table 2 also indicates that the discount/ 
gift and client size factors were insignifi- 
cant. While there was no difference be- 
tween discounts and gifts on an overall 
basis, differences did exist at specific 
levels of savings (i.e., there was a signifi- 
cant interaction between the two factors). 


Further discussion pertaining to this 
interaction is presented below. 

Despite the insignificance of the client 
size factor it may be noted in Table 4 
that in all cells the mean score of the 
larger client level of the size of client 
factor exceeded the mean scores of the 
smaller client level. That is, less confi- 
dence in auditor independence was ex- 
pressed for audits of large clients. The 
lack of statistical significance of the client 
size manipulation accordingly might be 
explained by the existence of a genuine, 
albeit small, client size effect which is 
overshadowed by large respondent inter- 
personal differences (client size was the 
non-repeated factor). It may also be the 
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TABLE 4 
OVERALL CELL MEANS 


56 
Discount 
$3 $40 $125 
Small Client 2.37 2.94 3:33 
Large Client 2.78 3.51 3.62 


case that the factor is simply not per- 
ceived by the investor as influencing 
auditor independence. 


Interaction Effects 


The significant interaction between 
. discount/gift and amount of savings (BC 
in Table 2) indicates that the factors must 
be examined beyond their main effects 
{Kirk, 1968, pp. 179-182]. That is, the 
individual means for gifts and discounts 
should be analyzed at each of the 
amounts of savings ($3, $40, and $125). 
Figure 2 graphically illustrates the BC 
interaction. The interaction is disordinal 
in the sense that the $3 cost savings for 
purchase discounts was higher than that 
for gifts while the means for the $40 and 
$125 savings levels reversed this condi- 
tion. Table 3 presents the pertinent 
means. As the table indicates, the $3 
purchase discount arrangement affected 
the respondents’ replies more than the 
$3 gift while for both the $40 and $125 
savings the gift affected replies more than 
the discount. . 

Simple main effects [Kirk, 1968, pp. 
179-182] and multiple comparison pro- 
cedures were used to isolate significant 
differences in the above cited means 
(Table 3). Table 5 presents, as Kirk 
recommends, an analysis of simple main 
effects. The significance of B (discount/ 
gift) at C, ($3 savings level) indicates that 
the means of purchase discounts and 
gifts at the $3 level of savings (2.58 and 


Gift 


$3 $40 $125 
2.08 3.16 3.63 2.95 
2.42 3.65 4,24 3.37 
2.25 3.42 3.94 3.17 
TABLE 5 


| 
ANALYSIS OF SIMPLE EFFECTS BC INTERACTION 


Source df SS MS F 
B at C, ($3) l 5.77 5.17 7.90%" 
B at C, ($40) l 2.06 2.06 2.84 
B at C, ($125) 1 6.82 6.82 9.41™ 
14.65 

Error Term (pooled BD and BCD)  .73 

Cat B, (Discount) 2 55.18 27.59 28.18™ 
C at B, (Gift) 2 156.73 78.37 80.05** 





211.91 
Error Term (pooled CD and BCD) .98 


™ Significant at .01. 


2.25 respectively) differ significantly 
(p<.01). At the $40 savings level the 
means (3.24 and 3.42) do not differ sig- 
nificantly. At the $125 level, the difference 
(3.58 versus 3.94) is again significant; 
however, the gift is considered signifi- 
cantly more detrimental to independence 
than the purchase discount (very close to 
a score of “4” which would indicate un- 
certainty regarding auditor independence 
on the seven point scale). These results 
provide a good example of the impor- 
tance of analyzing beyond the main 
effects. While the discount/gift factor is 
insignificant on an aggregate basis, there 
are significant differences in responses to 
gifts versus discounts at the $3 and $125 
savings levels. 
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FIGURE 2 


INTERACTION EFFECT OF GIFT/PURCHASE DISCOUNT 
ARRANGEMENT WITH AMOUNT OF SAVINGS 
(BC EFFECT) 


_— Gift 


Purchase Discount 
Arrangement 





Low (33) 


Medium ($40) 
= 


High ($125) 


Amount of Savings 


Graph | 


Although the reason for this disordinal 
interaction is not obvious, one may 
speculate that the purchase of client 
products at a discount involves a more 
active or overt involvement of the auditor 
in the questionable behavior and a sense 
of greater acceptance of the practice than 
would necessarily be true of mere ac- 
ceptance of a small immaterial gift. Thus, 
while the receipt of a small-value gift may 
be a one-time event, discounts may be 
available on a recurring basis. However, 
as the amount of the gift gets larger, 
passive acceptance of a gift can no longer 
be seen in any light other than as an 
acceptance of, and participation in, the 
questionable practice of client gift-giving. 


Control Case Comparisons 

To further examine the impact of 
client gift giving on stockholders percep- 
tions of independence, a second ANOVA 
was conducted using as factors only the 
size of the gift and the size of the client. 
New data introduced was the control 
case—the seventh case of the instrument 
to which each participant responded. In 
that control case, as discussed above, the 
auditor rejected a small $3 gift which was 
offered to him. Table 6 presents the 
results of this ANOVA. The means here 
considered are the three under “‘Gift”’ in 
Table 3 (2.25, 3.42, 3.94) as well as the 
control mean which was 1.74. The main 
effect of the amount of savings factor is 
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TABLE 6 


SUMMARY FINDINGS Two-Way ANALYSIS OF VARIANCE 
WITH CONTROL LEVEL ADDED (Girr RETURNED) 


Source df SS MS EF 
Ae Size of Client i 16.51 16.51 219 
D-Within 104 78501 755 
C-Amount of Savings 3 329.65 109.88 82.17" 
AC 3 338 113 84 
CD 312 41722 134 


** Significant at .01. 


significant (p <.01). In addition, Tukey’s 
HSD multiple comparison indicated that 
all means differed significantly from one 
another (p<.01). In summary, concern- 
ing gifts, as the amount increases, the 
respondents believe that for each of the 
succeeding levels tested (no gift, $3, $40, 
$125) the auditor seems significantly less 
independent. 


Ancillary Investigations 


In addition to the above analyses, 
respondents were classified by the largest 
amount ever invested in stock at one 
time. The information was treated as, an 
independent variable to determine 
whether this measure of wealth was 
significantly related to user perceptions 
of auditor independence. The variable 
was measured and examined on both a 
relative and an absolute basis. On a 
relative basis, the population was di- 
vided into thirds by the amount invested. 
The replies did not differ based on the 
amount invested in the market. On an 
absolute basis, those respondents with 
less than $25,000 were compared with 
those with $200,000 or greater—respon- 
dents falling between these amounts were 
deleted from this analysis. The absolute 
measures, also, did not exhibit any sig- 
nificant main or interaction effects at the 
.05 or greater level of significance. Again, 
the replies did not differ based on the 
amount invested. , 
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LIMITATIONS 


As in any research effort, it is impor- 
tant to consider some of the limitations of 
the study. First, even though a random 
selection process was followed, the basic 
list of stockholders included only round- 
lot stock purchasers. Generalizing be- 
yond this group may be hazardous, even 
though the wealth factor examined above 
did not appear to exert an influence on 
responses. 

Furthermore, a non-response bias may 
exist. It is impossible to determine how 
the non-respondents would have replied 
to the questions asked.? Thus, theoreti- 
cally, generalization beyond the respon- 
dents may be questioned. 

A study which asks the respondent to 
reply to more than one level of a variable 
runs the risk of “producing” significant 
differences because the subject can deter- 
mine the variable levels being tested. For 
example, perhaps the respondent would 
reply differently for $3 versus $40 gifts 
merely because he could see that the 
variable was being manipulated. We 
attempted to control this possibility in 
our cover letter, in which we suggested 
the following: 

There are no right or wrong answers to the 

questions asked. It may be YOUR OPINION 

that none of the conditions would cause you 
to question Mr. Kinney’s ability to resist 
pressures from M Corporation. On the other 
hand, it may be YOUR OPINION that Mr. 
Kinney’s independence may be affected in all 


or several of the cases. We simply seek your 
opinion. 


3 Using an approach similar to that used by Buzby 
[1974], the authors did compare “early” responses with 
“late” responses, in an attempt to evaluate non-response 
bias. First, the earliest-third of the replies was compared 
with the latest third of the replies. None of 14 compari- 
sons were significantly different at the .05 level (each of 
the two forms of the questionnaire included seven situa- 
tions). Next, the first two-thirds of the respondents were 
compared with the last third. Of 14 comparisons, one 
proved significant. Thus, of the 28 t-tests, one proved 
significant. This approximates what one would expect 
by chance. 
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But the possibility still exists that the use 
of the repeated measures produced the 
significant differences noted. Thus, while 
as noted earlier the design allows each 
subject to serve as his own control, it may 
foster differences in responses that are 
purely the result of the respondent read- 
ing all the scenarios and replying in a 
manner which he believes the experi- 
menter desires. That is, if different indi- 
viduals were assigned randomly across all 
treatments (i.e., there were no repeated 
factors) the results might differ. In retro- 
spect, a non-repeated measure approach 
might have allowed greater confidence 
in the findings. Obviously, however, a 
cost tradeoff had to be considered. 

Finally, with respect to the respon- 
dents, it is important to note that stock- 
holders constitute only one group of 
users of financial information whose 
perceptions of auditor independence and 
financial information credibility may be 
of significance to the functioning of a 
capital market. For policy-making de- 
cisions, all groups of users need to be 
considered. However, the importance of 
stockholders cannot be denied. 

We indicated earlier that subjects 
responded to the following: 


Based on these facts, Mr. Kinney would be 
able to resist pressures from M to subordinate 
his audit judgments. 


It is possible that the wording of the 
above can be interpreted negatively and 
as connoting that there should be a prob- 
lem in the situation. That is, the “‘ability 
to resist pressures” terminology may 
inappropriately suggest an adversary 
relationship and thereby incur the danger 
of a downward induced bias in responses. 
Perhaps a question such as “Based on 
these facts, what is your opinion of the 
auditor’s independence?” should have 
been asked. The wording we selected was 
similar to that used in the survey of audi- 
tors in the Cohen Commission study 
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[AICPA, 1978, p. 178]. Also, the 
AJCPA’s Code of Professional Ethics 
suggests, in its discussion of indepen- 
dence, that to be operationally indepen- 
dent the CPA must refuse to “subordinate 
his audit judgment” [AICPA, 1975b, 
para. ET 52.11]. The possibility certainly 
exists that the question asked biased our 
results. In any event, it would seem that 
even if a downward bias in replies did 
occur due to the question, there is no 
apparent reason to believe that it would 
have affected the relative strength of any 
of the independent measures. That is, it 
would seem that the negative nature of 
the question would affect all replies 
equally and that any significant (or insig- 
nificant) results would continue to exist 
even with a more positively worded reply. 

The results of this study are further 
dependent for their validity on compli- 
ance of the data with the various as- 
sumptions of the ANOVA technique. 
Two of these assumptions deserve special 
note. The observations are assumed to 
be from normal distributions—this 
clearly is not the case, as the respondents 
answered on a seven-point non-continu- 
ous scale. However, as Glass and Stanley 
[1970, p. 372] and Lunney [1970], note, 
the effects of non-normality on the nomi- 
nal level of significance of the F-test are 
extremely slight. 

Additionally, homogeneity of variance 
between cells is assumed in ANOVA 
applications. Cochran’s procedure [Kirk, 
1968, pp. 62-66] was used to test whether 
significant violations existed. None was 
noted. Because of the general robustness 
of the model, no further tests of other 
assumptions were conducted. 

As in any study of this nature, only a 
limited number of variables could be 
analyzed and only a few levels of each of 
the variables could be tested. Other vari- 
ables may be important. For example, 
this study does not address the issue of 
whether a serious disagreement between 
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the client and the auditor has occurred. 
Inclusion of such additional information 
in a case might indeed affect a subject’s 
responses. Concerning the limited levels 
of the variables tested, for example, the 
study says nothing explicitly about gifts 
larger than $125 or clients generating 
more than ten percent of the revenues. 


IMPLICATIONS 


Because the importance of the study’s 
findings is conditioned upon the pro- 
priety of the use of the repeated measures, 
we hesitate to make policy recommenda- 
tions at this point. However, several 
possible courses of action exist. First, 
due to the questions raised by the results 
of this study alone, the auditing profes- 
sion might wish to consider prohibiting 
all gifts and discounts. Since an amount 
as low as $3 has an effect on perceived 
independence, at least in the situation 
with repeated measures, all gifts and dis- 
counts may prove to be undesirable. But 
an over-reaction should be guarded 
against because of the use of repeated 
measures and because the mean re- 
sponses to all treatments other than the 
the $125 gift from a large client were on 
the “agree” side of the scale—although 
they were generally only at the “tend to 
agree” point. A second course of action, 
short of prohibition, would be to conduct 
a study similar to this one in which 
savings and discount/gifts are treated as 
non-repeated factors; in this manner, it 
would be possible to determine whether 
the effects here noted can be replicated 
with between-subjects factors. If such a 
study were conducted, it would also be 
possible to alter questionnaire terminol- 
ogy so as to mitigate any possible bias 
induced by the repeated measures used 
in this research. 

Regarding the size of the client, neither 
of the levels tested (one percent and ten 
percent of office revenues) appeared to be 
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of great relative concern to stockholders. 
The design used also indicated that no 
significant interactions between size of 
client and “gift giving” in general existed. 
This finding is interesting because it 
further shows that, at least for the levels 
tested, the size of the client did not sig- 
nificantly influence stockholder percep- 
tions under any circumstances. Any 
movement to restrict the size of engage- 
ments at either of the tested levels may 
accordingly be inappropriate without 
further investigation. One must note, 
however, that only two levels of the 
variable were tested. Also, on an a priori 
basis, it would seem that one would in 
effect hypothesize either no client size 
effect or an adverse effect on indepen- 
dence as client size increases. Given such 
prior beliefs, one may note that the direc- 
tion of the means is as expected and the 
large client grand mean (3.37—Table 4) 
is approximately 14 percent higher than 
the small client mean (2.95—-Table 4). 
While more levels of the variable are 
certainly of interest, we do not believe 
that any movement to restrict the size of 
engagements at either of the tested levels 
is appropriate without further investi- 
gation. 

Finally, in the ancillary investigations 
of this study, the perceived insignificance 
of the amount of money invested in stock 
(i.e., the wealth factor) would seem to 
indicate that differences in wealth do not 
significantly affect stockholder percep- 
tions of independence by itself or in 
interaction with either the size of client 
or the discount/gift factor at any dollar 
amount tested. Given this lack of syste- 
matic bias, further empirical work which 
might facilitate inquiries into ethical 
standards and standards setting may not 
be as difficult as previously envisioned. 
As with much research, this study also 
concludes with a call for further research 
in this area of critical importance to the 
auditing and accounting professions. 
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APPENDIX 
SUMMARY OF RESPONSES 
Response Response 
Distribution of: ——-——--—_-__-___—___—- Distribution of ~- ———--—--—__-_—__-__— 
Responses I 2 3 4 5 6 7 Total Responses l 2 3 4 5 6 7 Total 
Small Client Large Client 
Discount/$3 17 18 7 t! 5 3 Q SI Discount/$3 23 12 3 3 5 3 6 S55 
Discount/$40 9 17 10 3 7 5 Q 3} Discount/$40 12 11 7 5 8 6 6 55 
Discount/$125 7 12 7 6 12 5 2 5l Discount/$125 13 11 3 5 ti 4 8 55 
Gift/$3 19 21 6 0 3 2 0 5l Gift/$3 27 3 2 2 4 3 4 55 
Gift/$40 915 9 2 9 7 Q Si Gift/$40 10 14 5 4 8 6 8 55 
Gift/$125 7 9 1 5 8 10 I 5 Gift/$125 4 10 9 6 8 8 10 55 
Control 24 3 3 0 0 1 90 5 Control 32.45 232 2.7. 2 AS 
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The Evaluative Relevance 
of Social Data 
Paul F. Williams 


ABSTRACT: This paper discusses results of an inquiry to determine factors which in- 
fluence managers’ perceptions of the relevance of social data to business activity. The 
basic design of the study was an analysis of variance with selected characteristics of 
social data as the independent variables. The criterion measure was the perceived 
relevance of socia! data to the evaluation of managerial performance. Subjects for the 
experiment were managers selected from nine large firms in diverse industries. Results 
indicate that both the ability of a message source to impose sanctions against a firm and 
the firm's “financial health” influence perceptions. In addition, results indicate that an 
association exists between managers’ attitudes about the sacial role of business and 
perceptions of the relevance of social messages to business activity. 


measurement” continues to be 

an issue that interests some ac- 
countants. Recent monographs published 
by the American Accounting Association 
[Jensen, 1977] and by the AICPA [1977] 
testify to the current interest in social 
information. Topics of recent social 
accounting papers have been varied. 
Some authors concern themselves with 
various social reporting schemes or theor- 
ies (e.g., Estes [1972]; Ramanathan 
[1976]). Other authors have investigated 
empirically questions arising from the 
appearance of social disclosures in an- 
nual reports [Spicer 1978; Buzby and 
Falk 1979]. 

At this juncture in the history of social 
accounting research there is wide latitude 
for concept development. This paper 
develops a plausible conceptual frame- 
work for studying social accounting and 
reports the results of an exploratory 
study which indicates that contextual 
factors and, to a lesser extent, individual 
factors provide promise for social ac- 
counting researchers. 
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SOCIAL RESPONSIBILITY 


Social information is directly associ- 
ated with “social responsibility.” Any 
discourse on social information must 
acknowledge the multiple effects of busi- 
ness behavior on society. Activity in the 
political arena targets many objectives 
of interest to business, among them air 
quality and occupational safety and 
health. Consequently, business is being 
held accountable for an increasing num- 
ber of social assets which are often quite 
abstract. Thus, one might view corporate 
social responsibility as an expanding set 
of accountability relationships between 
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business entities and a society which 
must be perceived as both constituent 
parts and as an organic whole. 


An Accountability Relationship 


An accountability relationship requires 
the following three conditions: expecta- 
tion, communication, and obligation. 
Thus, to be held accountable, an entity 
must (1) be expected to accomplish cer- 
tain ends, (2) know what those ends are 
and whether they are being accomplished, 
and (3) be obliged to endeavor to ac- 
complish those ends. 

Social information exists only because 
social groups and business share an 
accountability relationship. Conceptu- 
ally, social information is the content of a 
communicative act which has a dual pur- 
pose: the transmittal of expectations to a 
party perceived as having an obligation, 
and evaluation of the extent to which the 
obliged party acts to fulfill those expec- 
tations. The intent of social information 
is to establish and to maintain accounta- 
bility relationships between business cor- 
porations and various segments of 
society. 


THE EVALUATIVE NATURE OF 
SOCIAL INFORMATION 


Defining social information as that 
which affects accountability relationships 
implies that such information is evalua- 
tive in nature. Information is evaluative 
to the extent that it conveys knowledge of 
differences between existing conditions 
and conditions which are expected or 
desired. The example that follows may 
help to illustrate that it is the evaluative 
aspect of information that distinguishes 
it as being social in form. 
=- Biochemical oxygen demand (BOD) 
is defined as the quantity of organic 
matter in water that uses available oxygen 
when decomposing. A statement that 
mean annual BOD for some lake was 
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most recently 600 milligrams per liter 
(mg/l) merely signifies one biological 
condition associated with that lake. 
However, if one has knowledge of the 
effects of high BOD on aquatic life such 
that the desired mean annual BOD is 300 
mg/l, then the stated 600 mg/I figure has 
evaluative significance. It then indicates 
the deviation of an actual from a desired 
state and gives the measure of BOD a 
social form. The evaluative aspect of the 
information gives it social impact, ie., 
the information becomes operational in 
affecting accountability relationships. 
Social data, therefore, must be per- 
ceived as having evaluative significance 
in order to establish and to maintain 
accountability relationships. Managers 
must perceive the data as relevant to 
evaluations of their performance. But 
numerous variables affect manager’s indi- 
vidual perceptions of the relevance of any 
datum to evaluation of their per- 
formance. Social information, concep- 
tualized as the substance of a communi- 
cative act, provides a basis for identifying 
and for testing some of these variables 
that affect managers’ perceptions. 
According to Thayer [1968, pp. 122- 
123], an act of communication requires 
the following six conditions: (1) an 
originator or source, (2) a receiver, (3) a 
situation that relates source and recipient, 
(4) a purpose on the part of either source 
or recipient or both, (5) a channel, and 
(6) a message. The states of these six 
conditions are likely to be associated 
with perceptions of the relevance of 
social data. With this association be- 
tween information conditions and per- 
ceived relevance of social data in mind, 
the remainder of this paper reports the 


! Chen has implied such a perspective when she says, . 
“As a public steward, management is not responsible 
solely for the pursuit of the interest of any specific 
group. Rather, it has the responsibility to perceive and 
attain social objectives” [Chen, 1975}. 
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results of an exploratory study designed 
to test the association between selected 
communication variables and the per- 
ceived relevance of social data to man- 
agerial performance evaluation (herein- 
after referred to as evaluative relevance).* 


QUESTIONS ADDRESSED IN THIS STUDY 


The specific questions addressed in 
this study were derived from two research 
objectives. 

The first objective was to explore possi- 
ble association between selected con- 
textual variables and the evaluative rele- 
vance of social data. The selected 
variables were: (1) the ability of the data 
source to impose sanctions, (2) the 
location of the data source, (3) the form 
of the social data, and (4) the relative 
financial well-being of the firm. 

The specific questions were: 


1. Does the ability of the social data source to 
impose sanctions influence the perceived 
evaluative relevance of the data? 

2. Does the location of the source of the social 
data, i.e., internal or external to the firm, 
influence the perceived evaluative rele- 
vance of the data? 

3. Does the form of the social data, Le., 
numerical or verbal, influence the per- 
ceived evaluative relevance of the data? 

4. Does the firm’s financial health, ie., its 
relative command over resources to be 
used at its discretion, influence the per- 
ceived evaluative relevance of social data? 


The second objective of the study was 
to determine if individuals’ attitudes 
influence the perceived evaluative rele- 
vance of social data. This objective yields 
the following research question: 


Do individual attitudes correlate significantly 
with the perceived evaluative relevance in- 
dividuals attached to certain data items? 


Internal attributes of a data recipient 
have been recognized as important fac- 
tors to consider when studying human/ 
data relationships. Numerous accounting 
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studies have been conducted to discern 
the existence of a relationship between 
selected individual traits and behavior in 
situations where explicit choices must be 
made (cf. San Miguel [1972]; Lusk 
[1973]; Dermer [1973]; Driver and 
Mock [1975]; and Hendricks [1976]). 
A priori attitudes would seem to be an 
important determinant of individual per- 
ceptions of data relevance. However, 
evidence on associations between atti- 
tudes and observable. individual be- 
haviors is mixed. Whether attitudes are 
predictors of human responses in any 
situation remains a controversial issue 
[Schuman and Johnson, 1976]. The 
second objective of this study was in- 
cluded to obtain some preliminary evi- 
dence on the fruitfulness of continuing 
with attitude constructs in “social ac- 
counting” research. 


BASIC RESEARCH DESIGN AND THE 
DATA INSTRUMENT 


The design of this study was an analysis 
of variance with four dichotomous fac- 
tors. The criterion or dependent variable 
was the degree to which individuals 
perceived social data as relevant to 
performance evaluation in a hypothetical 
situation (described subsequently when 
the data gathering instrument is ex- 
plained). The factors in the design 
correspond to the variables discussed in 
conjunction with the first research objec- 
tive. This design permitted testing for the 
possible contribution each contextual 
variable makes toward explaining the 
variability in the reported perception of 
the relevance of social data. The factors 


2 The referent for relevance is the individual. Admit- 
tedly, in an organizational context, the dynamics of 
human interaction may alter the selection mechanism 
for choosing relevant information from what that 
mechanism would be for ar: individual. But as a first ap- 
proximation of what might be influential factors, it is 
appropriate to begin with the smallest identifiable ele- 
ment in an organization; i.e., the individual manager. 
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were given the following labels: Factor 
A—sanctions/no sanctions; Factor B— 
internal/external; Factor C—verbal/nu- 
merical; and Factor D—healthy/un- 
healthy. 

Data requisite for the study was ob- 
tained via a three-part questionnaire, 
prepared to conform to the basic ex- 
perimental design. Preparation of the 
questionnaire began with the selection 
of social data items. Sources for the 
data items were the Human Resources 
Network’s compilation [1975] and the 
AICPA monograph [1977]. To avoid 
uncontrollable content effects, three rep- 
resentative areas of corporate obligation 
were chosen, each accompanied by a 
number of pertinent indicators. The 
areas of corporate obligation and the 
indicators within each area that were used 
in this study’s questionnaire were as 
follows: 


Area of Corporate 
Obligation Indicators 
Environmental BOD,COD,SO, emissions, hydrogen 


Protection sulfide emissions, actual harvest 
less allowable cut, recreation user 
days, carbon monoxide concentra- 
tions, particulates. 

Human Turnover; layoffs; work related ill- 
Resource/ nesses, injuries, and deaths; formal 
Personnel grievances and complaints. 

Equal Percentage of minorities employed 
Employment by job grade, minorities as a per- 
Opportunity centage of job interviewees. 


The indicators, or social data items, 
were presented both numerically and 
verbally in a performance report format. 
Reports connoting either good or poor 
performance were then prepared for 
various message sources. Combinations 
of the reports acted as stimuli given to 
each subject. 

Social performance reports varied in 
accordance with the levels specified in 
the factorial design. Sources were either 
internal or external to the firm, either 
sanction-imposing or not. Internal 
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sources were managers of various func- 
tional areas within a hypothetical firm. 
Material describing the firm indicated to 
the subject the relative ability of the 
function managers to impose sanctions 
on the plant manager of the firm. 

External sources were fictitious but 
bore a patent resemblance to real entities. 
Sanction-imposing sources were a Fed- 
eral government agency, a state govern- 
ment agency, and a national labor union. 
Public interest groups served as the 
external sources unable to impose any 
significant sanctions. Control over sub- 
jects’ perceptions of the probability of 
imposition and severity of sanctions was 
provided by composing messages in a 
manner which made it clear that non- 
compliance with expectations would re- 
sult in sanctions. 

Social message form was either verbal 
or numerical, but, regardless of form, the 
same facts were conveyed. Financial 
health of the firm, either good or poor, 
was indicated to subjects in the material 
describing the firm and also via a finan- 
cial report accompanying the social 
performance reports. In all, there were 
16 different questionnaires representing 
all combinations of the two levels (e.g., 
sanctions or no sanctions) for each of the 
four factors. 

The financial and social data items 
presented to subjects were imbedded in 
two contexts which were set for the sub- 
jects through descriptions of two hypo- 
thetical firms. Subjects were to assume 
they were the plant manager of a pulp 
and paper plant described in the first 
scenario, and a chemical plant described 
in the second scenario. 

Following each scenario, a financial 
report and three social reports (one for 
each area of social obligation) were 
presented to a subject. The order in 
which the social reports appeared, e.g., 
environment, human resource/personnel, 
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minority employment, was randomized 
to control for possible biases that could 
result from order of presentation. In 
addition, for each battery of reports 
there was at least one report indicating a 
favorable performance and one report 
indicating an unfavorable performance. 
This was done to minimize the evaluation 
effect that might influence responses if 
all reports were either favorable or un- 
favorable. The questions asked of each 
subject are presented in the Appendix. 
Two scenarios and two sets of questions 
were constructed in order to provide 
information on each subject’s percep- 
tions of the relevance of cost/profit and 
social data from four perspectives: (1) 
personal-hypothetical (personal rele- 
vance in the hypothetical setting), (2) 
personal-actual (personal relevance in 
the individual’s actual job setting), (3) 
superior-hypothetical (relevance to a 
superior in the hypothetical setting), and 
(4) superior-actual (relevance to individ- 
uals’ superiors in their actual job set- 
tings). The actual questions asked are 
presented in the Appendix. The purposes 
served by the multiple responses are dis- 
cussed in the next section where the 
results of the experiment are presented. 

The second part of the questionnaire 
consisted of 17 statements related to 
corporate social responsibility (see Ap- 
pendix). Responses to this part of the 
questionnaire yielded a measure of “‘atti- 
tudes” which provided the means of 
accounting for individual response dif- 
ferences. 

The final part of the questionnaire pro- 
vided personal data from each subject. 
These demographics were used primarily 
for descriptive purposes. Though some 
response comparisons by demographi- 
cally derived groups were performed, 
these comparisons were peripheral to the 
study. Results of such comparisons are 
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mentioned only as they are pertinent to 
the major results. 


RESULTS OF THE EXPERIMENT 


Questionnaires were distributed to 
management personnel from nine differ- 
ent companies in diverse industries.° 
Placement of the questionnaires was 
accomplished through personal contacts 
with one high-ranking executive in each 
firm. Each executive was apprised of the 
nature of the study. He thus was able to 
assist in identifying specific individuals 
within his organization who held posi- 
tions such that their responsibilities were 
commensurate with those they would be 
asked to assume in the scenarios. By 
mailing questionnaires to such predesig- 
nated individuals, rather than doing a 
blanket mailing, the effect of response 
bias in the sample was minimized. 
Through this process, 87 usable responses 
were obtained, representing a rate of 
response of 81 percent. 

The vast majority of respondents were 
male; there were only two female re- 
spondents. The group was middle-aged 
(average age=48 years) and college 
educated (all but 11 percent had at least a 
baccalaureate degree). The most widely 
represented college backgrounds were 
engineering (31.9 percent) and business 
administration (23 percent). Job titles 
varied widely, but manager and staff 
director (46 percent and 26.4 percent, 
respectively) were the most prevalent. 
Ten respondents were company vice- 
presidents, and three were presidents. 


Objective I Results: ANOVA 
The initial ANOVA performed with 


3 Promises of confidentiality prevent disclosure of 
company names. Industries represented were: aero- 
nautics, tobacco, textiles, food, heavy equipment manu- 
facturing, building supplies, and natural resource de- 
velopment. 
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TABLE 1 
RESULTS OF THE ANOVA WITH R2 AS THE DEPENDENT VARIABLE 
Source of Variance Sum of Squares DOF Mean Square F Value Probability 
= Within Cells 62.826 79 795 
A (Sanctions/no sanctions) 2.946 l 2.946 3.704 .058 
B (internal/external) 324 l 324 408 525 
D (Healthy/Unhealthy) 433 l 433 544 463 
AB 3.105 l 3.105 3.905 .052 
AD 4.280 l 4.280 5.382 .023 
BD 1.838 l 1.838 2.312 132 
ABD 247 I 247 311 579 


response R, (the personal evaluative 
relevance of social data) as the dependent 
variable included all factors in the de- 
sign.* Accordingly, cell sizes were small, 
e.g., one cell contained only three obser- 
vations. To increase cell frequencies (and 
thus to increase the power of statistical 
tests) the design was collapsed over one 
of the factors. Verbal/numerical form of 
the message was the factor excluded from 
subsequent analysis. The significance of 
the main effect of this factor in the initial 
run was not particularly noteworthy 
(p=.212), with managers exhibiting a 
slight preference for verbal messages. 
This factor did not interact significantly 
with any of the other factors; thus, it was 
felt that its removal from the analysis 
introduced no significant confounding. 
The removal of this factor increased the 
‘minimum cell frequency to ten observa- 
tions. 

Results of the analysis with the remain- 
ing three factors are presented in Table 1. 
The chance probability associated with 
the main effect of Factor A (sanctions/no 
sanctions) was significant. However, sig- 
nificant two-way interactions of Factor 
A with the two other factors precluding 
generalizing its main effect. Therefore, 
interpretation had to be made at the level 
of interaction effects. 

Graphs and tests of simple effects for 
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the interaction of location of source 
(Factor B) and ability to impose sanctions 
(Factor A) are presented in Figure 1. For 
message sources within the firm, a relative 
ability to impose sanctions apparently 
had no effect (p = .988) on perceptions of 
the evaluative relevance of the social 
data. However, when the message source 
was external to the firm the sanction- 
imposing source was perceived as sending 
a significantly more relevant meassage 
than the source which imposed no sanc- 
tions (p=.007). In addition, given that 
the source imposed sanctions, the exter- 
nal source was perceived as sending more 
relevant messages than the internal 
source (p=.065). The external sanction 
imposing source was perceived as sending 
the most relevant social messages of all 
sources." 


* The R, response was utilized as the only dependent 
variable because the hypothetical nature of the experi- 
mental situation indicated it as the most reliable measure 
for detecting any effects of the experimental treatments. 

5 The significance of this result is subject to a quali- 
fication suggested by a reviewer. The instrument used to 
obtain responses may contain a subtle bias in the direc- 
tion of the result obtained. This potential bias stems from 
what the reviewer noted as a possible “lack of equality in 
the defined threat” between the internal and external 
sources. The same observation could be made that the 
perceptions of the absence of sanctions also were not 
equal. Effects of such a bias, if present, would be to 
create the interaction such that in the absence of the bias 
only a simple sanctions effect would be present. 
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FIGURE 1 


PLOT OF THE INTERACTION OF FACTORS A AND B ACCOMPANIED BY TESTS FOR 
SIGNIFICANCE OF SIMPLE EFFECTS 


4.5 


4.0 


3.5 
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BI = Internal 
B2 = External 


Sanctions-Al No Sanctions-A2 


Source of Variance Sum of Squares DOF 
Within Cells 62.826 79 
A 2.946 l 
BwAl 2.783 l 
BwA2 . 667 l 
B -184 } 
AwBi 000 l 
AwB2 6.212 l 


Profitability, or financial health of the 
firm (Factor D), also interacted with 


Factor A (p=.023). The pattern of. 


interaction was quite similar to that of 
the AB interaction (see Figure 2). If the 
firm was experiencing financial difficulty, 
sanction-imposing sources were per- 
ceived to send significantly more relevant 
messages than sources that were unable 
to impose any meaningful sanctions 
(p= .005). When the firm was profitable, 
an ability to impose sanctions had no 





t “She, 


Al 
A2 
Al =Sanctions 
A2=No Sanctions 
internal-Bl External-B2 
Mean Square F Prob. 
795 
2.946 3.704 058 
2.783 3.499 065 
.667 839 363 
184 231 632 
O00 600 988 
6.212 7.811 007 


effect on perceived relevance (p=.848). 
Viewed from a different perspective, the 
plot of the interaction revealed that in the 
unprofitable context the sanction im- 
posing source became relatively more 
important than in the profitable one 
(p=.041). 

The results just described lead to some 
tentative conclusions. The sample man- 
agers regarded messages from sources 
external to the firm as more unlike in 
their relevance than those messages sent 
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FIGURE 2 


PLOT OF THE INTERACTION OF FACTORS A AND D ACCOMPANIED BY TESTS FOR 
SIGNIFICANCE OF SIMPLE EFFECTS 


Williams 
4.5 
4.0 
DI 
D2 
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Sanctions-Al No Sanctions-A2 
Source of Variance Sum of Squares DOF 
Within Cells 62.826 79 
A 2.946 l 
DwAl 3.429 l 
DwA2 .849 I 
D Al4 l 
AwDI .029 l 
AwD2 6.780 l 


from internal sources (even though the, 
factual information in all messages was 
essentially identical). The operative vari- 
able in determining perceived evaluative 
relevance of social data was the ability of 
the source of that data to impose sanc- 
tions upon the data recipient. Sanction 
imposing external sources (e.g., a labor 
union or government agency) were per- 
ceived as sending relevant messages. 
Thus, a source’s potential to harm the 
firm seemed to influence the perception 


Al 
A2 
Al = Sanctions 
A2=No Sanctions 
Healthy-D1 Unhealthy-D2 
Mean Square F Prob. 
.795 
2.946 3.704 058 
3.429 4.311 041 
849 1.067 305 
Al4 520 473 
.029 .037 848 
6.780 8.525 005 


that the source sent a relevant message. 
Contrariwise, external sources that 
imposed no significant sanctions were 
perceived as sending the least relevant 
messages. These sources were perceived 
as having either questionable credibility 
(i.e., their messages were not perceived 
as factual) or as a factor that could be 
safely ignored. The fact that the relevance 
of messages from internal sources fell in 
the range between the two external 
sources is an indication that the messages 


70 


were ignored. Social messages derived 
their relevance less, perhaps, from the 
relevance of social objectives, per se, 
than from the ability of the message 
sender to affect the firm if that sender’s 
expectations were not fulfilled. 

The results also tend to indicate that 
vulnerability was a condition that 
affected perceived evaluative relevance 
of social data. When a respondent was 
the plant manager in the financially 
unhealthy situation, he perceived the 
sanctions-imposing source as sending the 
more relevant message. He exhibited a 
tendency to “pay more attention” to 
sources that had the potential to in- 
tensify existing unfavorable conditions. 

The ANOVA on response R, was 
repeated separately using responses 4, 
and A, as covariates in order to test 
whether actual experience with social 
data may have caused some variability 
of response. Few of the respondents are 
actually in positions perfectly analogous 
to those in the experimental situation. 
Some of the information items presented 
may have been more familiar to some 
respondents than to others because they 
had seen such items on their jobs. The co- 
variates were used to control for this 
possible source of extraneous variability 
in responses. There was little alteration 
in the initial solution.® 


Objective IT: The Effects of Attitudinal 
Factors 


Responses of subjects to the 17 attitude 
statements (see Appendix) were sub- 
jected to a cluster analysis.’ The original 
intent of this procedure was to group 
respondents by “attitude” to form an 
attitude factor for each respondent. 
That factor could then be incorporated 
into the ANOVA design to test for the 
effect of attitudes on the perceived 
evaluative relevance of social data. 

Responses of the managers in the 
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sample were quite homogeneous. There- 
fore, the four groups selected were 
widely disparate in size. Group One 
contained 41 respondents, which was 
nearly half of the sample. Group Two 
contained 21 respondents, Group Three 
had 14, and Group Four had only seven. 
Four respondents were not assigned to 
groups because of missing responses to 
the attitude statements. 

After the groups were formed, it was 
necessary to define them, i.e., to identify 
a label that could be affixed to a respon- 
dent by virtue of his group membership. 
Utilizing the average response profile to 
the original 17 attitude statements as a 
means to define the groups proved 
intractable. In order to summarize the 
statements into a more manageable num- 
ber of variables, the responses to the 
statements were factor-analyzed. Those 
results are presented in the Appendix. 
Five components (accounting for 60 
percent of the total variability) were 
retained for rotation. The five factors 
were: 


1. Democratization: Statements 3, 8, 
16, and 17 loaded positively on this 
factor. Positive (agree) responses to 
each of these questions indicate that 
an individual views favorably “pub- 
lic” (or political) involvement in the 
conduct of business affairs. A favor- 
able attitude toward regulation and 
increased public participation in 
determining business conduct 
would characterize a subject scoring 


® An interesting pattern of response emerged when 
subjects were grouped by job title. Social data were per- 
ceived as personally less relevant with each lower rung in 
the organizational ladder. Means for response R, by job 
title were: presidents = 4.67, vice-presidents = 4.20, man- 
agers (line personnel)=3.93, and staff coordinators 
= 3.78. 

7The clustering procedure used was a form of 
hierarchical grouping analysis which utilized the Eucli- 
dean distance measure as the proximity measure. For a 
detailed outline of the procedure, see Johnson [1967]. 


TABLE 2 
FACTOR SCORES OF ATTITUDE GROUPS 


Williams 
Factor 1 Factor 2 
Activist Social 
Democratization Role 

Group 1 — 342 446 
Group 2 188 — 386 
Group 3 1.159 104 
Group 4 — 879 — 1.663 


relatively high on this factor. 

2. Activist social role for business: 
The positive loading of Statement 4 
and the negative loadings of State- 
ments 6, 11, and 15 prompted the 
activist role label assigned this 
factor. Subjects with relatively high 
scores on the factor would tend to 
favor an activist role for business, 
while those with relatively low 
scores would not. 

3. Ignorance of the business system: 
The magnitudes and signs of load- 
ings of Statements 9, 10, and 15 
seemed to indicate that subjects 
having relatively high scores on this 
factor would tend to regard criti- 
cisms, of business as lacking objec- 
tivity, being rooted primarily in 
opinion and not in fact. 

4, Willingness to make wealth trade- 
offs to solve social problems: Sub- 
jects scoring high on this factor 
tended to exhibit a favorable atti- 
tude toward personal sacrifice if it 
was necessary for coping with social 
problems. 

5. Profit-oriented business role: Load- 
ing of Statements 7 and 14 on this 
factor are indicative of belief that 
the role of business is confined to 
maximizing profits. 


After labeling the factors, average 
scores on each factor for the four attitude 


Ignorance of Willingness to Make 
Business System Wealth Trade-offs 


Factor 5 
Profit-Oriented 
Business Role 


Factor 3 Factor 4 


112 — .076 — 017 
486 A408 088 
— 1.171 .080 — .067 
223 — 941 — 027 


groups were calculated. These results are 
presented in Table 2. 

Group One members tended to favor 
business taking initiatives in the social 
area as opposed to increasing the partici- 
pation of the public/government in the 
business decision process. Group Two 
members seemed to favor slightly the 
opposite tack. Both groups seemed to 
believe that criticisms of business were 
many times grounded in ignorance of the 
manner in which business functions. 
Group Two members accepted sacrifice 
as a solution to social problems more 
readily than did Group One members. 
Neither group strongly professed a 
“profits only” role for business. 

Group Three members seemed to 
favor strongly the democratization of 
business policy formation through in- 
creased participation by public interest 
groups and government. They also be- 
lieved rather strongly that criticisms of 
business by various groups were valid 
and not grounded in ignorance. Their 
scores on the other factors (two, four, 
and five) were rather neutral. 

Members of the fourth group saw 
virtually no role for business in the solu- 
tion of social problems either through 
public participation in business or 
through private initiatives by business. 
They also exhibited the strongest inclina- 
tion to oppose personal sacrifice as a 
means toward achieving the amelioration 
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of social problems. Groups Three and 
Four had the most divergence in their 
attitudes. 

Because Group Four contained so few 
individuals and because Groups One and 
Two were quite similar, the analysis of 
variance procedure that was used to 
demonstrate the effect of external vari- 
ables on the perceived evaluative rele- 
vance of data was not successfully applied 
with attitude factors. The results of an 
alternate form of analysis, canonical 
correlation, demonstrated why this was 
the case. 


Canonical Correlation Analysis of 
Businessmen’s Responses 


The correlation matrix of business- 
mens’ responses revealed that responses 
to the attitude statements were correlated 
with the responses to the social informa- 
tion questions. No such correlation ex- 
isted in the cost/profit information case. 
Canonical correlation analysis with atti- 
tude responses was performed with re- 
sponses to the evaluative relevance of 
social data (responses R,, A,, R4 and 44) 
as the other set.® 

The outcome of the analysis indicated 
dependency between attitude responses 
and responses to questions of the rele- 
vance of social data. Responses R, and 
A, of the first set of variables correlated 
most highly (.78 and .77) with the first 
canonical variable (the only significant 
one, p= .001).? Responses S4, S2, $7, Sg, 
and S,, of the second set correlated 
above.40 with the first canonical variable. 
These two subsets of responses were 
primarily responsible for the dependency 
between the two original sets. 

Individuals who expressed a willing- 
ness to make wealth tradeoffs, and/or 
who indicated that the public should have 
a role in deciding the conduct of business 
affairs were also those who tended to 
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rate social information as relevant to 
them personally. They also perceived 
that superiors actually regarded social 
information as relevant to the evaluation 
of their performance. 

To illustrate the relationship between 
attitudes and perceived evaluative rele- 
vance, the canonical variate scores of 
each individual on the first canonical 
variable were plotted. The location of 
each individual on the graph in Figure 3 
is indicated by his attitude group mem- 
bership. Groups One and Two were 
spread about such that there was a great 
deal of overlap. This overlapping may be 
attributable to greater importance being 
placed on situational factors by members 
of these two groups when making their 
responses. 

However, attitude Groups Three and 
Four, which were most divergent in their 
attitudes, concentrate themselves in op- 
posite quadrants on the plot of canonical 
variate scores. It appears that consistently 
high or low relevance scores for social 
data were associated only with the ex- 
treme attitudinal groups. Attitudinal fac- 
tors alone, therefore, do not appear to 
influence perceptions of social data rele- 
vance except where the attitude is pro- 
nounced.!° | 


8 The attitude responses were also used as one set of 
variables in a canonical correlation analysis with re-, 
sponses R,, Ai, Ra, A; as the other set, The results were 
not significant. 

? The canonical correlation analysis procedure finds 
sets of weighting coefficients for each of two sets of 
variables such that linear combinations of each subset 
of variables result in two composite variables that are 
maximally correlated in the two variable sense. 

10 The question might be raised as to whether the 
distribution of subjects in the various attitude groups was 
such as to cause the sanctions effect that was observed in 
the ANOVA results. Inspection of the cell frequencies of 
attitude groups indicates that such was not likely the 
case. Group One and Two members constitute the vast 
majority of respondents in the aggregate and the} do 
also from cell to cell. Groups Three and Four were dis- 
tributed such as to be offsetting. 
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FIGURE 3 
PLOT OF CANONICAL VARIATE SCORES BY ATTITUDE GROUP 
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CONCLUDING REMARKS 


The study reported in this paper was 
exploratory in character. It began by 
defining social data as the content of 
communicative acts intending to affect 
accountability relationships. On the basis 
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of that definition, specific questions about 
factors influencing the relevance of social 
data to managerial performance evalu- 
ation were investigated. 

The results of that investigation indi- 
cate that characteristics of the data source 
influence perceptions of data relevance. 
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Specifically, sanction imposing sources 
were perceived to provide the more rele- 
vant data. This was the particular case 
when the sanction imposing source was 
external to the firm and/or the firm was 
experiencing financial difficulties. For a 
decentralized organization, the presence 
of such a phenomenon would be par- 
ticularly important, since it would tend 
to make more difficult the task of insuring 
that divisional actions are consonant 
with achieving the macro organizational 
goals. A competing goal-setter would 
be more influential in that circumstance, 
i.e., financial difficulty, while the macro 
organization might desire that there be 
less influence from outside agents. 

Results with attitudes as a correlate of 
perceived relevance tend to suggest that 
attitudes are associated more strongly 
with perceptions for some individuals 
than for others. Attitudes in isolation 
were predictive of responses for only 
those individuals in extreme attitude 
groups. Though attitudes may still be 
considered an important construct in 
social accounting research, situational 
factors may be a more important area for 
investigation. 


APPENDIX 


The following questions were asked of 
each subject. Responses were along a 
Likert-type scale from Irrelevant (1) to 
Highly Relevant (5). 

Scenario 1: Financial Data 

Question 1: (Response R,) 

As a plant manager of the pulp and 
paper plant, how relevant is the above 
financial report, to you personally, for 
evaluating your performance as a man- 
ager? 

Question 2: (Response A,) 

Now consider the circumstances of 
your actual position in your firm. How 
relevant is information of a character 
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similar to the above financial report, 
to you personally, for evaluating your 
performance as a manager? 

Social Data: 

Question 1: (Response R,) 

As plant manager of the pulp and 
paper plant, how relevant are the three 
items of information you have just 
read, to you personally, for evaluating 
your performance as a manager? 
Question 1: (Response 4,3) 

Now consider the circumstances of 
your actual position in your-firm. How 
relevant is information of a social 
character similar in presentation* to 
the three items you have just read, to 
you personally, for evaluating your 
performance as a manager? 

Scenario 2: Financial Data: 
Question 1: (Response R3) 

As a plant manager of the Lakeside 
Plant, how relevant do you believe the 
above financial report is, to your im- 
mediate superior, for evaluating your 
performance as a manager? 

Question 2: (Response A 3) 

Now consider the circumstances of 
your actual position m your firm. How 
relevant is information of a character 
similar to the above financial report, 
to your immediate superior, for evalu- 
ating your performance as a manager? 

Social Data: 

Question 1: (Response R4) 

As plant manager of the Lakeside 
Plant, how relevant do you believe the 
three items of information you have 
just read are, to your immediate supe- 
rior, for evaluating your performance 
as a manager? 

Question 2: (Response 44) 

Now consider the circumstances of 

your actual position in your firm. How 


* Consider specifically message form and source 
characteristics. 


Williams 


relevant is information of a social 

character similar in presentation* to 

the three items you have just read, to 
your immediate superior, for evaluating 
your performance as a manager? 

The following statements constituted 
the second part of the questionnaire. 
Responses were along a Likert scale, 
from strongly disagree to strongly agree, 
which accompanied each statement on 
the actual questionnaire. 


l. 


Management must be willing to 
tradeoff shareholder interests in 
favor of other objectives if such 
social problems as pollution, em- 
ployment opportunity and secur- 
ity, etc. are ever to become tract- 
able. 


. An individual should be willing to 


accept a lower personal level of 
material existence to insure that 
the bald eagle does not become 
extinct. 


. The primary objective or purpose 


of the large corporation is essen- 
tially to provide socio/economic 
benefits to society. 


. Business has a prime role to play 


in the solution of existing social 
problems even if it has a cost to 
individual firms. 


. Every business action, if traced 


with sufficient care, will be found 
to have both economic and non- 
economic consequences. 


. Management’s sole responsibility 


is to its shareholders. 


. The management of a company 


should be very concerned with the 
nature of the economic and social 
impacts of its actions. 


10. 


ll. 


12. 


13. 


14, 


15. 


16. 
17. 
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. Public interest groups and govern- 


ment, as well as management, 
should have significant roles in 
determining the conduct of busi- 
ness affairs. 


. The increasing public dissatisfac- 


tion with business enterprises re- 
sults from the public’s lack of 
understanding of the basic func- 
tioning of the economic system. 
Government policy should be 
predicated on the objective of more 
equal distribution of income. 
Business efforts to solve social 
problems will do as much harm as 
they will do good. 

A measure of national output such 
as GNP is the best indicator of 
relative societal ‘‘well-offness.”’ 
An individual should be willing to 
accept a lower personal level of 
material existence to insure that 
all of the potential adverse effects 
of certain technologies are fully 
known before those technologies 
are implemented. 

The sole purpose of a business firm 
should be to make as much profit 
as it can within the rules-of-the- 
game. 

Criticisms of business by public 
interest groups are generally with- 
out substance. 

The conduct of business affairs is 
a matter of public concern. 

Firms that, by the nature of their 
business, generate significant so- 
cial costs should be closely regu- 
lated by society. 


* Consider specifically message form and source 
characteristics. 
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PRINCIPAL AXIS (VARIMAX ROTATED) FACTORS OBTAINED FROM ATTITUDE STATEMENT RESPONSES: 
LOADINGS OF STATEMENTS ON FACTORS 
Factor 1 Factor 2 Factor 3 Factor 4 Factor 5 

Sl 0.11082 0.32586 — 0.24333 0.42206 ~ 0.19534 
S2 0.15365 0.12330 —0.07681 0.83673 ~- 0.08308 
S3 0.44860 0.14936 — 0.03617 0.10277 0.02870 
S4 0.25851 0.65875 0.04596 0.23828 — 0.05748 
S5 0.09640 0.26749 — 0.04622 — 0.16470 0.36639 
S6 — 0.09370 —0.59197 0.17328 0.05114 0.02771 
57 0.22149 0.14136 —0.02812 0.14512 —0.55930 
S8 0.91984 — 0.00392 — 0.30268 0.18057 —~ 0.15463 
$9 —0.15465 —0.17256 0.77613 0.05563 0.15711 
S10 0.20655 0.02959 —0.51315 — 0.00692 0.01194 
SIl — 0.04576 — 0.53948 — 0.04054 — 0.26769 0.29977 
S12 0.16361 0.17421 0.29224 — 0.18966 0.05678 
S13 0.10966 0.04041 0.06472 0.54681 -0.08126 
S14 0.06786 —0Q.32728 0.30651 0.01541 0.50795 
S15 — 0.22510 — 0.44209 0.45766 — 0.13637 — 0.16600 
S16 0.41849 0.37421 —0.14208 0.12392 -~~ 0,02345 
S17 0.37292 0.29520 — 0.34251 0.01844 — 0.09590 

Percent of ; 

Common Variance 

Accounted for: 50.0 17.4 13.2 11.6 7.9 


These results are for a principal factoring with varimax rotation. Oblique rotation was also performed, but resulted 
in no different labeling of the groups. 
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The Effect of the Firm’s Capital 


Structure on the Choice 
of Accounting Methods 


Dan S$. Dhaliwal 


ABSTRACT: This paper examines the effect of the firm's capital structure on manage- 
ment’s preference for alternative accounting standards. It is argued that an accounting 
standard which causes a reduction in reported earnings or equity and/or increases the 
volatility of reported earnings may put a firm into technical default on its loan agree- 
ments. Accordingly, it is hypothesized that highly leveraged firms would not favor such 
accounting standards. To test this hypothesis, the financial leverage of a sample of oi! and 
gas producing firms which employ the full cost method of accounting for exploration 
expenses is compared with that of a sample of similar firms which use the successful 
efforts method. The results of this test are consistent with the hypothesized effect of the 
firm's capital structure on management's choice of accounting methods in that more highly 
leveraged firms tend to select the full cost method. 


ATTS and Zimmerman [1978] 
W have examined the effect of taxes, 

regulation, political costs, in- 
formation production costs, and man- 
agement compensation plans on man- 
agement’s attitude towards accounting 
standards. In this paper, I examine the 
effect of another variable—the capital 
structure of the firm—on management’s 
attitude towards accounting standards. 
In particular, empirical evidence is pre- 
sented which supports the hypothesis 
that managers of highly leveraged firms 
will oppose accounting standards which 
decrease reported earnings or increase 
the variability of reported earnings. 

An overview of Watts and Zimmer- 
man’s theory is given in the next section. 
Next, the relationship between the firm’s 
capital structure and management’s atti- 
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tude towards accounting standards is dis- 
cussed. The formulation of the research 
hypothesis and the results of testing it 
are discussed in the final section. 


AN OVERVIEW OF THE WATTS AND 
ZIMMERMAN THEORY 
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Watts and Zimmerman [1978] argue 
that management’s support or opposition 
to a proposed accounting standard de- 
pends upon the size of the firm and 
whether the proposed standard increases 
or decreases the firm’s reported earnings. 
Among other things, they argue that 
large firms will support an accounting 
standard that would reduce reported 
earnings. They would do so because 
lower reported earnings will result in 
benefits in the form of tax, political, and 
regulatory considerations which exceed 
the additional costs to be incurred in the 
form of adjustment for bonus compen- 
sation plans, information production 
costs, and lobbying costs. They argue 
that for small firms, however, the benefits 
provided by lower reported earnings due 
to tax, political, and regulatory consider- 
ations will be smaller than the additional 
cost of adjusting bonus compensation 
plans. Therefore, smaller firms will op- 
pose an accounting standard which re- 
duces their reported earnings. The above 
hypothesis was tested empirically by 
examining corporate responses to the 
solicitation by the Financial Accounting 
Standards Board (FASB) for comments 
and positions on its discussion memoran- 
dum, “Reporting the Effects of General 
Price-Level Changes in Financial State- 
ments” [FASB, 1974]. Their results 
indicate that: 


The single most important factor explaining 
managerial voting behavior on General Price 
Level accounting is firm size (after controlling 
for the direction of change in earnings). The 
larger firms, ceteris paribus, are more likely to 
favor GPLA (if earnings decline). [Watts and 
Zimmerman, 1978, p. 131]. 


These results were consistent with the 
theory developed by Watts and Zimmer- 
man [1978]. However, it is possible that 
the size variable was acting as a surrogate 
for variables omitted by Watts and Zim- 
merman as well as the variables that 
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Watts and Zimmerman had discussed 
earlier (tax, political, and regulatory 
considerations, etc.). The purpose of this 
paper is to extend the work of Watts and 
Zimmerman [1978] by examining the 
effect of one omitted variable—the capi- 
tal structure of the firm—on manage- 
ment’s attitude towards accounting stan- 
dards. In the next section, theoretical 
arguments are presented which link 
management’s attitude towards proposed 
accounting standards with the capital 
structure of their firms. 


EFFECT OF THE FIRM’S CAPITAL STRUC- 
TURE ON MANAGEMENT’S ATTITUDES 


TOWARDS FINANCIAL ACCOUNTING 
STANDARDS 


Management’s attitude towards ac- 
counting standards is related to the capi- 
tal structure of the firm because of the 
existence of restrictive covenants in credit 
agreements and indentures. Most pub- 
licly and privately placed debt issues con- 
tain restrictive covenants designed to 
prevent the debtor from unilaterally 
altering the creditor’s risk. The nature of 
some of these covenants is described by 
Fogelson [1978, p. 769] as follows: 


An institutional loan agreement may require 
the borrower to maintain a specified excess of 
current assets over current liabilities, a speci- 
fied current ratio and a specified amount of 
net tangible assets (“NTA”). In addition, the 
borrower may be prohibited from incurring 
(or permitting to have outstanding) current 
or funded indebtedness in excess of a specified 
percentage of NTA. The borrower may also 
be prohibited from incurring lease liabilities 
in excess of a specified percentage of NTA 
and may be permitted to pay dividends or 
repurchase its securities only out of net in- 
come earned subsequent to a “peg” date 
(usually the end of the fiscal year immediately 
preceding the date of the loan) plus an agreed 
amount. 


A typical public debt issue will have a 
dividend restriction tied to net income and 
may have a senior debt restriction tied to 
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NTA as well as a secured debt and sale and 
lease back provision tied to NTA. 


NTA, net income, current assets and current 
and funded indebtedness are normally de- 
fined with reference to generally accepted ac- 
counting principles (““GAAP’’). 


The nature of restrictive covenants is 
such that firms which have large amounts 
of debt relative to equity will oppose a 
proposed accounting standard which 
would cause a reduction in reported 
earnings or net tangible assets. Such an 
accounting standard would result in a 
firm’s having less earnings available for 
dividends or stock repurchases and less 
net tangible assets. Accordingly, a lever- 
aged firm may be put into technical 
default in the year that a standard be- 
comes effective. For example, adoption 
of Statement of Financial Accounting 
Standards (SFAS) No. 12, “Accounting 
for Certain Marketable Securities,” 
caused an immediate technical default 
by Aristar, Inc., under its loan agree- 
ments, since it was required to charge 
net worth by $3,400,000 to appropriately 
adjust its investments. A note to its 
financial statements for the year ended 
June 30, 1976 states: 


During the nine months ended March 31, 
1976, the Company was in technical default 
under several of its long-term debt agree- 
ments. The default occurred because the Fi- 
nancial Accounting Standards Board adopted 
on December 27, 1975, a statement of fi- 
nancial accounting standards... , which re- 
quired a reduction of stockholders’ equity for 
unrealized losses on marketable equity secu- 
rities. This required change in accounting 
caused stockholders’ equity to be reduced 
below an amount necessary to maintain de- 
fined debt ratios in such agreements. The 
agreements have been amended to allow 
computation of such ratios without regard to 
unrealized losses on marketable equity secu- 
rities [Aristar, 1976, p. 25]. 


Thus, the adoption of an income- 
reducing or net worth-reducing account- 
ing standard may put a leveraged firm 
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into the position of having to obtain 
amendments to its credit agreements. 
The probability of a firm getting into this 
situation increases as its leverage in- 
creases. A private debt covenant can be 
re-written easily, but a lender who is 
earning a rate of interest currently less 
than market may use the situation as an 
opportunity to renegotiate the loan. 
Public issues which require amendments 
may be even more costly to effect, how- 
ever. Difficulties encountered in obtain- 
ing these amendments are summed up by 
Fogelson [1978, p. 778] as follows: 


... itis a more difficult task to amend a public 
debt instrument since such action requires a 
meeting of the public debt holders and 
normally the approval of the holders of two- 
thirds of the outstanding debt. Consideration 
also must be given to whether the amendment 
of a restrictive financial covenant represents 
the sale of a new security subject to registra- 
tion under the Securities Act of 1933 (the 
1933 Act”) in the absence of exemption, such 
as the recapitalization exemption of section 
3(ayX(9) of the 1933 Act. Moreover, if a 
purchase or sale of a security is involved, such 
transaction would be subject to the anti- 
fraud provisions of section 17(a) of the 1933 
Act and Section 10(b) of the Securities Ex- 
change Act of 1934 and rule 10b-5 thereunder. 


In summary, then, an accounting 
standard which would cause a reduction 
in reported earnings or net worth may 
put highly leveraged firms into the 
position of having to obtain costly 
amendments to their credit agreements. 
Thus, firms with high debt-to-equity 
ratios are hypothesized to oppose such 
an accounting standard. 

Similarly, an accounting method which 
increases fluctuations in reported earn- 
ings and leaves the average (over time) of 
reported earnings unchanged would in- 
crease the probability of a firm’s getting 
into technical default on its credit agree- 
ments. Thus, according to earlier dis- 
cussion, firms with high debt-to-equity 
ratios would be expected to oppose 
such an accounting standard. 
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In the next section I present empirical 
evidence which is consistent with the 
hypothesis that firms with high debt-to- 
equity ratios are more likely to oppose an 
accounting standard which decreases 
reported earnings and/or increases vola- 
tility of reported earnings than are firms 
with low debt-to-equity ratios. 


FORMULATION OF RESEARCH HYPOTHESIS, 
SAMPLE SELECTION, AND TEST 
OF HYPOTHESIS 


Research Hypothesis 


In December, 1977, FASB issued 
SFAS No. 19, “Financial Accounting 
and Reporting by Oil and Gas Producing 
Companies.” Basically, this statement 
specifies that exploration costs must be 
accounted for under the successful efforts 
method. Prior to SFAS No. 19, two 
methods of accounting for exploration 
expenses were available: (1) full cost 
method, and (2) successful efforts 
method. Under successful efforts costing, 
only those prediscovery costs which are 
directly identifiable with the discovery of 
a commercial reserve may be capitalized. 
All other costs are treated as operating ex- 
penses under this method. On the other 
hand, all prediscovery costs are capital- 
ized irrespective of their result under the 
full costing method. The mandated switch 
from full cost to successful efforts method 
by oil and gas producing companies is 
likely to reduce their reported earnings 
and equity and increase the variability of 
their reported earnings. For example, 
Collins et al. [forthcoming] state: 


... While successful efforts accounting is 
presently used by most of the large “inte- 
grated” oil companies, the new FASB state- 
ment will force many of the smaller oil and 
gas “producing” companies to change from 
the “full cost” method to the successful efforts 
method, thereby substantially reducing re- 
ported equity and earnings in most cases. 


Similarly, John Chalsty, Managing Di- 
rector of Donaldson, Lufkin & Jenrette 


81 


Securities Corporation, in testimony at 
the Department of Energy (DOE) hear- 
ings, stated: 


“fsuccessful]” efforts accounting will bring 
about a significant reduction in the reported 
earnings of most full cost exploration oriented 
companies and a significant increase in the 
volatility of such earnings. 


Furthermore, Arthur Andersen & Co. 
[1978] presents empirical evidence which 
indicates that a change to the successful 
efforts method will result in reductions in 
reported net income and equity. Thus, if 
my theory concerning the effect of 
capital structure on management’s atti- 
tude towards accounting standards is 
correct, firms which opposed the success- 
ful efforts method would be expected to 
have a higher debt-to-equity ratio than 
the firms which supported this method. 
Firms which were using the full cost 
method prior to SFAS No. 19 strongly 
opposed the adoption of this Statement 
through position papers submitted to the 
FASB and the Securities and Exchange 
Commission (SEC). Alternatively, it can 
be argued that these firms did not sup- 
port the successful efforts method be- 
cause they voluntarily chose the full cost 
method. Similarly, firms using the suc- 
cessful efforts method prior to SFAS No. 
19 can be viewed as supporting this 
method. Therefore, the following hy- 
pothesis was tested: 


Null: There is no difference in the 
average debt-to-equity ratios of 
firms using the full cost method 
and firms of similar size using 
the successful efforts method. 
Alternative: The average debt-to-equity ratio 
of firms using the full cost 
method is greater than that of 
firms of similar size using the 
successful efforts method. 


Sample Selection 


Two samples of oil- and gas-producing 
firms, one consisting of 72 firms which 
were using the full cost method and the 
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other consisting of 41 firms which were 
using the successful efforts method prior 
to SFAS No. 19 were obtained from 
Dyckman [1977]. As mentioned earlier, 
Watts and Zimmerman’s [1978] results 
indicate that the size of a firm is the major 
determinant of its management’s atti- 
tude toward accounting standards. Since 
the purpose of this paper is to examine 
the effect of a firm’s capital structure on 
management’s attitude towards account- 
ing standards, the samples were matched 
on sales revenues in order to control for 
the effect of firm size.' For a pair of firms 
to be admitted to the sample, the sales 
revenue of the smaller pair member had 
to be greater than or equal to 90 percent 
of the sales revenue of the larger pair 
member. This process resulted in 33 
matched pairs. For each of these 66 
firms, the debt-to-equity ratio for the 
year 1976 was obtained from Moody’s 
Industrial Manual.* 


Test of Hypothesis 


The null hypothesis that there is no 
difference in the average debt-to-equity 
ratio of firms using the full cost method 
and firms using the successful efforts 
method was tested by using the matched- 
pairs t-test. The result of the test of this 
hypothesis (summarized in Table 1) is 
that the average debt-to-equity ratio of 
firms using the full cost method is sig- 
nificantly greater than that of firms using 
the successful efforts method.** This 
finding is consistent with the hypothesis 
that firms with a high debt-to-equity 
ratio are more likely than firms with low 
debt-to-equity ratio to oppose an ac- 
counting standard which reduces re- 
ported earnings or equity and/or in- 
creases fluctuations in reported earnings. 
Because the experimental design used in 
this study allowed me to control for the 
effect of firm size, these results support 
the hypothesis that the capital structure 
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TABLE 1 
ACCOUNTING METHOD AND THE Dest-To-Eguiry RATIO 
MATCHED-PAIRS £-TEST RESULTS 


Level of 
Significance 
| for Level 

0 | A one-tailed 
Mean | Freedom jObservedt| Test 


Full Cost : 
32 135 | 0.09 


Successful 
Efforts 54 


Degrees 


of the firm is an additional determinant 
of management’s attitude towards ac- 
counting standards. In determining the 
practical importance of the observed 
significance level of this test, one should 
consider that the debt-to-equity ratios of 
full costing firms are understated (relative 
to those of successful efforts costing 
firms) because of the capitalization of 
dry hole costs. The observed differences 
in the debt-to-equity ratios of the two 
groups would have been more pro- 
nounced if these ratios had been com- 
puted for both groups using the same 
accounting method. Consequently, the 
finding of statistically significant differ- 
ences between full costing and successful 
efforts costing firms of nine percent 
appears to provide empirical evidence of 
practical importance in support of the 
hypothesized effect of financial leverage 
on management’s attitude towards ac- 
counting standards. 

In order to avoid the effect of the 


! The samples were matched on sales revenue instead 
of asset size because the asset size of a firm is affected by 
whether it uses the full cost method or successful efforts 
method. 

2 The year 1976 was the most recent year for which the 
data on all firms were available to me. 

3 In order to avoid the distributional assumptions of 
the matched-pairs t-test, non-parametric Wilcoxon 
matched-pairs signed-ranks test was also employed. The 
results obtained were almost identical. 

+ Debt-to-equity ratio was calculated by dividing 
long-term debt by total equity. 
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method of accounting for exploration 
expenses on the debt-to-equity ratios, the 
differences in the average total amounts 
of long-term debt between the two 
groups were examined as an alternative 
to the previous test. Because the samples 
have been matched on sales revenue, it is 
logical to argue that the size based on 
assets would be approximately the same 
for each group if the same accounting 
method were employed by both of them. 
This implies that the sum of debt and 
equity would be approximately the same 
for each group. Therefore, if the two 
groups were to have equal debt-to-equity 
ratios, their total debt must be equal. 
Assuming that the ratio of long-term 
debt to total debt is the same for both 
groups, their long-term debt would be 
equal. Accordingly, the following hy- 
pothesis was tested. 


Null There is no difference in the 
Hypothesis: average total long-term debt 
between firms which use the 
full costing method and those 
firms which use the successful 
efforts method. 

Alternative Firms which use the full cost- 
Hypothesis: ing ‘method have, on the 
average, higher total long- 
term debt than those firms 
which use the successful ef- 

forts method. 4 


The result of the test of this hypothesis 
is that firms using the full costing method 
have significantly higher long-term debt 
than firms which use the successful 
efforts method. As expected, the signifi- 
cance level observed in this test (œ = .025) 
is lower than that observed in the previ- 
ous test (a=.09). Thus, these results 
confirm my prior results that firms which 
use a relatively large amount of long- 
term debt relative to equity tend to 
oppose accounting standards which re- 
duce the reported earnings or equity 
and/or increase the variability of re- 
ported earnings. 


83 


A crucial assumption in this study is 
that the control on sales revenues is an 
effective control of size. If the operating 
characteristics of firms in each sample 
differ systematically, then the sales/assets 
ratios of firms in one sample might differ 
systematically from the same ratios of 
firms in the other sample. That is, two 
samples may have different asset sizes.’ 
This possibility was examined as de- 
scribed below. In their 1977 annual 
reports, 19 of the 33 full costing firms 
reported the approximate reduction in 
the book value of their respective equi- 
ties which would have resulted if they 
were required to change from the full 
costing method to the successful efforts 
method of accounting for exploration 
costs. The reduction reported by each 
firm was subtracted from its asset size to 
obtain an approximation of what the 
asset size of the firm would be under the 
successful efforts method of accounting. 
The average of the size measures thus 
obtained for these full costing firms was 
compared with the average asset size of 
the corresponding 19 successful efforts 
firms, using matched-pair t-test. The 
result of this test is that firms using the 
full costing method have a significantly 
(a + 0.10) larger asset size than firms using 
the successful efforts method. The differ- 
ence between the asset size of the two 
groups, however, does not diminish the 
significance of the results of this study. 
In fact, it strengthens my results. As de- 
scribed previously, prior research shows 
that, ceteris paribus, larger firms tend to 
support income-reducing accounting 
standards. The fact that larger firms (i.e., 
full costing firms) with high financial 
leverage opposed an income-reducing 


* This possibility was pointed out by one of the re- 
viewers of this paper. 

ê Disclosure of this information was prompted by the 
issuance of Staff Accounting Bulletin No. 16 by the SEC 
in September 1977. 
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accounting standard (SFAS No. 19) is 
consistent with the hypothesized effect of 
the capital structure of a firm on man- 
agement’s attitude towards accounting 
standards. 
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gued that an accounting standard which 
causes a reduction in reported earnings 
or equity and/or increases volatility of 
reported earnings may put a firm into 
technical default under its loan agree- 


ments. Therefore, it was hypothesized 
that highly leveraged firms would be 
expected to oppose such an accounting 
standard. The results of this study are 
consistent with this hypothesis. 


CONCLUSIONS 


The objective of this paper was to 
examine the impact of the firm’s capital 
structure on management’s attitude to- 
wards accounting standards. It was ar- 
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Efficiency Properties of Mutually 
Satisfactory Cost Allocations 


John S. Hughes and James H. Scheiner 


ABSTRACT: Game-theoretic schemes have been proposed for cost allocation problems 
largely on a basis of their equity properties. However, before employing such schemes, 
one also needs to consider how well they satisfy the efficiency conditions consistent 
with optimal quantity decisions from a firm-wide standpoint. The intent of this note is 
(1) to demonstrate analytically that the game-theoretic schemes described recently in 
the accounting literature do not, in general, lead to the satisfaction of efficiency conditions, . 
and (2) to question the viability of the analogy between welfare economics and multi- 
division firms as contexts for the application of game theory. 


HE purpose of this note is to explore 
T further the recent applications of 

game theory, principally the Shap- 
ley [1953] value of the game, to the 
allocation of common costs in a multi- 
division firm. Essentially, what Shapley 
does is define a unique division of joint 
rewards from a cooperative n-person 
game.! The special appeal of the Shapley 
scheme, as applied to the accountant’s 
allocation problem, is that it provides for 
an equitable (labelled “‘mutually satis- 
factory” by Jensen [1977]) sharing of 
cost externalities arising from the joint- 
ness of production. An important limi- 
tation of this and other similar schemes, 
not yet fully recognized in the accounting 
literature, is that the resulting output 
decisions need not satisfy the efficiency 
conditions of a firm-wide optimum in the 
sense of the demands placed on the joint 
facility providing the common good or 
service. 

Shubik [1962] was the first to apply the 
Shapley scheme specifically to cost allo- 
cations. Using Shapley axioms, he defines 
a sharing formula on the firm’s profits net 
of common costs and then uses the result- 
ing profit allocation to impute an alloca- 
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1 A lucid description of the Shapley solution as well as 
others that rely on different assumptions may be found 
in Borch [1968]. It is interesting to make note of Borch’s 
observation that the classic Nash [1950] solution to the 
two-person cooperative game is contained within the 
Shapley solution, speaking to the considerable appeal 
and generality of the latter. 

2? The conceptual basis for Shapley’s scheme is that 
participants in the game can improve their payoffs by 
entering into coalitions with other players. All possible 
coalitions are then considered, weighted by the likeli- 
hood they would be formed, in apportioning the joint 
rewards. In the cost allocation context, this approach 
solves the problem of how to determine the incremental 
costs to each user of a joint facility in such a way as to 
have the sum of those costs equal the full cost of provid- 
ing the common service. Given that increasing external 
cost economies are present, the result is that the charge 
(i.e., the allocated incremental cost) to users is less than 
the costs they would incur if they provided the service 
to themselves individually or as members of subcoali- 
tions. 
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tion of costs. Shubik also offers proposi- 
tions regarding incentive properties of 
the scheme, including a theorem which 
asserts that any action taken by a decision 
center which enhances the value of the 
firm will not cause the profits to that 
center to fall.’ 

Similar to Shubik, Loehman and 
Whinston [1974] use an axiomatic ap- 
proach to derive an allocation. of costs in 
a more decentralized setting. The signifi- 
cant distinction from Shubik is that they 
define their charge formula over incre- 
mental costs rather than over profits. 
This distinction is important because it 
reduces the level of involvement required 
for the central authority. Under the 
Loehman and Whinston approach, the 
central authority need only specify the 
internal pricing scheme, and then leave 
it to the user and supplier divisions to 
arrive at an equilibrium quantity of ser- 
vice to be provided.* However, under the 
Shubik approach, the central authority 
needs to know the separable profit 
functions of each user division and the 
cost function of the supplier division in 
order to achieve the first stage of the 
allocation. 

Following more closely the earlier 
work by Loehman and Whinston [1971] 
on the pricing of new public investment,” 
Jensen [1977] looks at their incremental 
costing scheme from the perspective of 
the accountant charged with the responsi- 
bility of describing the equity properties 
of allocations that might be made. 
Quoting from Thomas [1974, pp. 8-9], 
Jensen offers three possible justifications 
for allocating costs in general: 


(1) Allocations may be “required for legal or 
regulatory purposes,” (2) allocations may ad- 
vance “the economic or political interests of 
the allocator’ and (3) allocations may be 
“useful in reaching understandings whereby 
individuals or organizations agree to distri- 
butions of resources” [1977, p. 842]. 
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He then limits his interest to the third 
justification alone, motivating his dis- 
cussion of the Shapley-Loehman and 
Whinston scheme on the ground that it 
“may assist negotiation of mutually 
satisfactory allocations by working... 
from desired properties to allocation 
methods” [1977, p. 843]. 

However, Thomas’s possible justifica- 
tions are not mutually exclusive and there 
is also a need for us to consider his 
second: the economic interests of the 
allocator which we take to mean the firm 
itself. We submit that accountants not 
only have a responsibility to “assist 
negotiations” among users or collabora- 
tors, but that they also have a responsi- 
bility to assist the central authority or 
allocator by describing the efficiency 
properties of an allocation.’ While it 


3 Outside of our present interests, Shubik also con- 
siders applications to profit allocations where other 
complementarities are present. 

4 This may not be a simple task. Indeed, a legitimate 
criticism of this approach is that it may be time-con- 
suming and otherwise costly to pursue. 

> Lest the reader become confused about the temporal 
ordering of the papers by Loehman and Whinston [1974] 
and [1971], we would note that the former first appeared 
as a working paper in 1970. In yet another paper, 
Loehman and Whinston [1976] relax Shapley’s assump- 
tion that all possible orderings of users are equally 
likely. They now consider the case where certain sub- 
coalitions are not possible and hence not all orders of 
arrival are equally likely. The implication for cost 
allocation purposes is that user divisions with equal 
demands will not necessarily be charged the same 
amount. This generalization has little bearing on our 
theme, other than to establish other useful properties 
which the basic approach may have to offer. 

6 We do not suggest that the first of Thomas’s justi- 
fications is unimportant. It is simply not within our 
present purpose to deal with it. 

7 The case for accountants to bear this responsibility 
is implicitly made throughout the accounting literature 
on transfer pricing. For example, Manes and Smith 
{1965] and Jensen [1974] discuss accounting for by- 
products on a basis consistent with efficient outputs; 
Ronen and McKinney [1970] develop an accounting 
scheme to ensure satisfaction of efficiency conditions; 
and Kaplan and Thompson [1971] show how alloca- 
tions could be made so as to preserve an efficient solu- 
tion. 
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may well be the case that the behavioral 
benefits that flow from the equity proper- 
ties of an allocation scheme, or the infor- 
mational economies that accompany de- 
centralization, outweigh the implied cost 
of departing from the fulfillment of effi- 
ciency conditions for a firm-wide opti- 
mum, it is nonetheless important to 
remember that a tradeoff exists. As 
Horngren writes, 


...the desirability of such a movement 
(toward centralization) depends on whether 
the additional profits resulting from appar- 
ently better decisions are not exceeded by any 
perceived loss in benefits from reducing de- 
centralization [1972, p. 743]. 


A principal alternative to the Shapley- 
Loehman and Whinston scheme, under a 
decentralized regime, is marginal costing. 
Marginal costing does satisfy the eff- 
ciency conditions for a firm-wide opti- 
mum. On the other hand, one difficulty 
with this approach is that it may result in 
the loss of behavioral economies alleged 
to accompany divisional autonomy and 
the profit center concept characteristic of 
decentralized organizations. In particu- 
lar, with unit costs decreasing, the sup- 
plier division will fail to cover full costs 
and therefore may be compromised as a 
profit center. Furthermore, marginal 
costing does not eliminate the need for 
some form of tatonnement process® to 
determine the appropriate charge to 
users (something required of the Shapley- 
Loehman and Whinston scheme in a 
decentralized regime). 

The advantages of incremental costing 
(i.e., the Shapley-Loehman and Whin- 
ston scheme), as Jensen defined the 
charge formula, are that it charges user 
divisions with the full costs of meeting 
their demands, and, of course, as Jensen 
[1977, p. 844] points out, it possesses 
other attractive equity properties’ that 
may contribute to the satisfaction of the 
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divisions with the allocation that results. 
In addition, even though incremental 
costing does not satisfy the efficiency 
conditions for ensuring a firm-wide opti- 
mum, neither does any other full costing 
scheme. 

Concern for the efficiency conditions 
of cost allocation under a Shapley-based 
approach has previously been expressed 
by Hamlen et al. [1977]. But their con- 
cern is implicitly limited to the decision 
of whether to satisfy a given demand for 
the common good or service internally or 
externally, and not the decision as to the 
level of demand itself. The game-theoretic 
core criterion to which they refer is nota 
sufficient condition for efficiency in the 
setting of demands. Their claim that 
suboptimal decisions are rendered un- 
profitable is correct, in general, only 
under a centralized regime where the 
levels of demand are determined from a 
firm-wide or joint optimization. The 
important point we wish to make is that 
an allocation scheme meeting the core 
criterion will not necessarily produce 
optimal demand decisions (firm-wide) 
under a decentralized regime where divi- 
sions are allowed to set their demands 
individually, subject only to the charge 
formula being announced in advance. 

Recalling Hamlen et al.’s criticism that 
Moriarity’s [1975] scheme does not meet 
their core/optimality condition, it is not 
surprising that this scheme (and a similar 


8 The term “tatonnement” originates with Walras 
[1954] and refers to an iterative bargaining process 
whereby prices are announced, demands are set, new 
prices based upon those demands are announced, de- 
mands are reset, and so on, until an equilibrium is 
achieved. 

° Specifically, the properties cited by Loehman and 
Whinston [1971], with equity overtones include: charges 
to user divisions are a function only of incremental costs 
attributable to that division, charges to user divisions 
with equal demands are equal, and charges to user 
divisions are monotonic non-decreasing with respect to 
their ordered demands. 
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one by Louderback [1976]), may also 
fail to induce divisional demand decisions 
that are optimal firm-wide. Again, we 
stress the fact that there is no full costing 
scheme that will, in general, lead to 
efficient demands without the interven- 
tion of a central authority. Possibly the 
best way for us to demonstrate the points 
made above is to turn to a formal com- 
parison of incremental costing and mar- 
ginal costing along the lines of Loehman 
and Whinston [1971], using standard 
micro-economic theory (e.g., Henderson 
and Quandt [1971]). 


ANALYsis!° 


Consider the following optimization 
problem for a firm with two user divi- 
sions for a good being produced from a 
common facility: 


Max IT, (q,) + T2(42) — Cla, k) (1) 
Subject to: 
4, + 42-4 (2) 
where 
C(q,k) = ọla k) + vk), ~— GB) 


II,(q,) and IT,(q,) represent the profits of 
user divisions expressed as functions of 
their respective outputs q, and q, before 
allocation of common costs, @(q, k) repre- 
sents the variable costs for the common 
facility (supplier division) expressed as a 
function of output g and capacity as de- 
fined by the parameter k, and w(k) repre- 
sents capacity costs (fixed with respect to 
q) expressed as a function of k. Holding k 
constant and forming the Lagrangian 
function!, we obtain: 


Max I, (q1) + I,(92) — Cq, k) 
— Aq, + 42-4). (4) 


The first-order conditions for an opti- 
mal solution are: 


1(41) —2 = 0, (5) 
292) — A = 0, (6) 


A IA ee = 
ne n ita. 
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4 — $(q) = 0, (7) 
and 


9,.+42-q=09 
Together, these conditions imply 


IT (41) = $'a) = Mla) (8) 


or, equivalently, that the marginal profits 
before common cost allocations for both 
user divisions equal the marginal costs of 
supplying the common good. Thus, mar- 
ginal cost pricing by the supplier division 
will lead to an optimal (in the partial 
sense of this analysis) firm-wide output 
decision for any given level of capacity.!? 
However, with marginal costs decreasing 
in q, ie., 6’(q)<0, this pricing scheme 
will not result in the full costs of the sup- 
plier division being covered./? Clearly 
this result is incompatible with a de- 
centralized regime where, to realize be- 
havioral economies, the supplier division 
is treated as a profit center. 

Suppose next that a family of cost 
functions for varying levels of capacity is 
written in the form: 


C— $(g.k)—-Wwky)=0. =) 


By the implicit function theorem, we can 
differentiate with respect to k, set the 
result equal to zero, solve for k in terms 


10 A fairly complete numerical illustration is pro- 
vided in the appendix. 

11 Maximizing the Lagrangian function is equivalent 
to maximizing the firm’s profit function subject to the 
constraint on outputs. In this connection, observe that 
the value of the profit function is equal to the value of the 
Lagrangian function only for the values of g4, qa, and q 
which satisfy the constraint that g, plus q equals q (i.e., 
gı +g2—q=0). Alternatively, we could substitute g; +q2 
for q in the cost function and thereby have the constraint 
be implicit rather than explicit as given. Either way the 
first order conditions will simplify to Equation (8). 

12 The optimization implicitly assumes that the cost 
sharing by divisions will have no effect on pre-allocation 
profits of the user divisions. Indeed, our concern about 
marginal costing is that it may cause diseconomies not 
comprehended by the analysis. 

13 Decreasing average costs, Le., AlCl, k)/g]/aq<0, 
is a weaker sufficient condition (albeit one less germane 
to the analysis which follows). 
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of q, and thereby obtain the long run cost 
function 


C = O(q). (10) 


Replacing #(g, k) with ®(q) in the pre- 
vious constrained optimization, the first- 
order conditions become: 


(q) = D'a) = Dla). D) 


Similar to the case where capacity was 
held constant, with increasing returns to 
scale, pricing the common service at 
marginal cost, i.e., ®’(q), would again not 
cover fuli costs of the supplier division. 

Now consider the case of a decentral- 
ized regime under which user divisions 
are charged on a basis of the incremental 
costing scheme that Jensen [1977] has 
described. Assuming Cournot-type be- 
havior (i.e., each user division regards the 
demands of the others as a constant), the 
individual optimizations are 


Max II, (q4) — (1/2)C(q1) 
— (1/2)[C(q) — C@2)] (12) 
subject to: 


1+ 42.=4 (13) 


and 
Max Ii3(q2) — (1/2)C(q2) 
— (1/2)[C(q) — C] (14) 


subject to: 


4,+42=4 (15) 


where C is defined either as a short-run 
cost function with k suppressed, or as a 
long-run cost function, as appropriate. 

The first-order conditions can be speci- 
fied as follows: 


(41) = (1/2)[C'(qi) + Ca] (16) 
and 


(42) = (1/2)[C'(g2) + CJ. (17) 


We can find an equilibrium solution 
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from the system of equations above by 
substituting g, +g, for q and solving for 
qı and q2. Since, in general, C’(q) does 
not equal C’(q;), i=1, 2, a solution satis- 
fying these conditions will not be optimal 
firm-wide. For example, if marginal costs 
are decreasing, then we can see, even just 
intuitively, that C’(q)<C‘(q,) with q3 
<0.1* Hence, division 1 acting rationally 
and facing a declining marginal profit 
function that intersects marginal cost 
from above, would restrict its demand 
below a level that is optimal in a firm- 
wide sense. 

Alternatively, one could, of course, 
optimize from a firm-wide standpoint as 
follows: 


Max IT, (q,)-(1/2)C(q,) 
—(1/2)[ C(q)— C(q2)] 
+ T13(42)—(1/2)C(qz) 
— (1/2) C(q)—C(q,)] 


subject to: 


(18) 


a.+42=4 w (9) 


It should be obvious that this case col- 
lapses to the original optimization, i.e., 
marginal costing, and accordingly the 
solution would again be optimal firm- `’ 
wide. The difficulty here is that this 
optimization is not representative of 
a decentralized firm.'° 

On the other hand, if information 
which is adequate to permit a central 
authority to solve the problem described 


‘4 Employing a richer notation and noting that 4q/éq, 
equals one, we can write C’(q) as dC(q)/dq- dq/éq, or as 
6C(q, +92)/0q;- Simularly, C’(g,) equals 0C(q,)/0q,. It 
should be evident that with q, non-zero and marginal 
costs decreasing that 0C(q,)0q, does not equal @C(q, 
+9)/0q). 

t5 The only thing which this formulation of the prob- 
lem would provide is an allocation of costs to user divi- 
sions that is consistent with a firm-wide optimum. This 
is not unlike the allocations achieved by Kaplan and 
Thompson [1971] and Kaplan and Welam [1974] to 
distribute overhead using mathematical programming, 
and by Manes and Smith [1965] and Jensen [1974] in 
the context of joint-product costing. 
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above were made available by the divi- 
sion either directly, or constructively 
through an internal market mechanism, 
then it would be possible to establish a 
system of subsidies that would induce 
user divisions to arrive at firm-wide 
optimal demands, and at the same time 
allow the supplier division to cover full 
costs.1© The caveat here, as with decom- 
position methods in general, is that a 
manipulation is involved with the con- 
sequence that some behavioral econo- 
mies of decentralization may be lost. 

It is simple for us to generalize to the 
case of any full costing scheme where 
charges to user divisions are functions of 
the demands of other user divisions. Let 
us define the relevant charge formulae 
for our two user divisions to be C,(q,, q2) 
and C.,(q1, q2), the subscript to the func- 
tion C denoting the particular division. 
The individual optimizations are now 


Max Il, (41) — Cildi 42) (20) 
and 


Max IT,(q2) — C44; q2) (21) 
where in equilibrium we require that 


C1(415 42)+ C2(q1, 42) =Clai +42) (22) 
Treating the other division’s demand as 


a constant again, we can derive the fol- - 


lowing first-order conditions : 


M'hai) = 0C4(41, 42)/0q, and (23) 


M'(q2) = 6C2(91, 42)/042. (24) 


In contrast, by combining the division- 
al objective functions, we obtain 


Max I (q) + I2(¢2) — Cildi g2) 


— Clq, g2) (25) 


Taking the first-order conditions again, 
we find that 


M41) = 0C, (44, q2)/241 
+ 0C2(q1,92)/0q, and (26) 
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2(42) = 2C (d1, 2)/0q2 
+ 6C2(9i; 92)/0q2. (27) 


The terms 0C,(q;, 42)/0q, and 0C,(q,, 
q2)/0q, represent what are called in wel- 
fare economics “private marginal costs,” 
while the terms 0C,(g,, q2)/0q,+0C,(q,, 
42)/ôq, and 0C,(q1, 42)/0q2+0C2(41, 
q>)/0q2, represent “social marginal costs.” 
The important distinction here is that 
only the latter reflect the cost externali- 
ties arising from the jointness of produc- 
tion. In the context of social welfare, 
individual firms (divisions in our setting), 
acting unilaterally, maximize by equat- 
ing private marginal costs with marginal 
revenue (marginal profits before alloca- 
tion in our setting). However, society as a 
whole (the firm in our setting) achieves a 
Pareto optimum (firm-wide optimum) 
only by equating social marginal cost 
with marginal revenue. Note that these 
optimality conditions are equivalent to 
our earlier conditions for an optimum. 
To wit: 


OC (41, G2)/0q; + 0C2(41, 92)/09; 
= OC(qi + 42)(0g;, i= 1,2. (28) 
By substituting q for g,+4q2, 


OC(q, + q2)/Cq; = 0C(q)/04;, 
i= 1,2. (29) 


Applying the chain rule for differentia- 
tion, 


0C(q)/0q; = 0C(q)/0q : Cq/0q;, 
i= 1,2. (30) 


16 Well-known decomposition methods that proceed 
from a mathematical programming analysis rather than 
game theory include, among others, Baumol and Fabian 
{1964], Hass [1968], and Jennergren [1972]. Another 
example, involving a somewhat different form of 
analysis (i.e., classical optimization rather than mathe- 
matical programming), is provided by Ronen and Mc- 
Kinney [1970]. The salient feature of all of these ap- 
proaches is the limited interference of a central authority 
in ensuring that divisions select quantities consistent 
with a firm-wide optimum. 
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But 0q/0q;= 1, implying that 


Cildi 42/09; + 0C2(q1, 92)/04; 
= 0C(qg)/0q, i= 1,2. (31) 


Thus, we can see that any time the 
charges for a common good to one user 
division are a function of the quantity 
demanded by another, complete decen- 
tralization will not necessarily lead to an 
efficient set of demands and output. 


DISCUSSION 


Central to the issue of how to allocate 
common costs are the justifications for 
doing so in the first place. In the context 
of social welfare, Loehman and Whin- 
ston [1971] rely largely on the intuitively 
appealing argument that users of a good 
or service produced by a public utility 
should bear the entire costs of meeting 
their needs. If users did not do so, then a 
system of taxes would be needed to 
support investment in capacity with an 
income redistribution thus implied. This, 
in their view, is inequitable. Moreover, 
even if users were not to be charged full 
costs, the subsidy arrangements for sup- 
pliers would involve some level of cen- 
tralization. 

Although it may seem natural to look 
toward game theory, as applied to welfare 
economics, for an internal pricing scheme 
appropriate to a divisionalized firm, the 
analogy is imperfect. The constituency of 
the firm, in terms of user, non-user, and 
supplier divisions, may not raise the same 
equity considerations present in other 
applications. It may be of little signifi- 
cance if allocations are independent of 
labeling divisions, or if allocations to 
divisions sum to total costs. Then, too, a 
Pareto-preserving compensation princi- 
ple (common to game theory), such that 
one division does not benefit at the ex- 
pense of another may be less appropriate 
in this setting than in, say, welfare eco- 
nomics. The question of who pays for 


9] 


capacity may not be as important within 
a firm as it is for a society relative to 
public investment. 

Aside from equity considerations, 
there is also the question of what infor- 
mational economies attach to the game 
theory approach in allocating costs and 
of allowing divisional autonomy in set- 
ting demands and output. Given that it 
would be costly to have user divisions 
provide information concerning their 
separable profit functions to a central 
authority, then there could be some 
advantage to a system that did not require 
that this be done. Under the Loehman 
and Whinston [1971] approach, the 
central authority need merely empower 
the supplier division to announce its 
incremental costing as the charge for- 
mula. Constructively, the’ decisions 
would then be made jointly by user 
divisions demanding the common good 
or service. Having been given the charge 
formula, users would then specify a set of 
initial demands, and the interactive pro- 
cess of finding an equilibrium would 
begin. The initial demands would be 
communicated to other users who would 
reset their demands and so on until each 
had satisfied its individual optimality 
conditions. On the other hand, the diffi- 
culty with this process is that the informa- 
tion flows across user divisions are very 
substantial, and the interactive process 
itself may be time-consuming, taking a 
long time to converge to the Shapley- 
type solution. In addition, there may be 
an incentive for user divisions to conceal 
their demands. 17 

And lastly, while a decentralized pro- 
cess such as marginal costing or incre- 


17 Loehman and Whinston [1971] consider this issue 
and come up with some ad hoc ways of dealing with it, 
while still preserving their incremental costing approach. 
On the other hand, they also acknowledge that there is 
no way to discourage fully users from falsifying their 
demands. 
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mental costing may well be unavoidable 
in a social welfare context (say, in pricing 
services from public investment), the 
same need not be true for a firm. Unlike 
a social welfare function, the form of 
which depends on value judgments by 
individuals, the objective function for the 
firm may be more feasible to define 
(e.g., the maximization of shareholder 
wealth or its flow proxy, profits). Ac- 
cordingly, the more centralized forms of 
organization may be more viable for the 
multidivision firm than for a society, 
thereby diminishing the desirability of 
game theory approaches over the de- 
composition methods of mathematical 
programming, or over other methods 
which induce the satisfaction of efficiency 
conditions. +8 


CONCLUSION 


In conclusion, it is hard to say whether 
the properties Jensen [1977] ascribes to 
the Shapley-Loehman and Whinston 
scheme (i.e., Axioms I, II, III [Jensen, 
1977, p. 844]), have the potential to 
elicit behavioral economies generally 
attributed to decentralized regimes. Per- 
haps, in this regard, accountants can do 
no more than Jensen suggests, that is, to 
depict the correspondence of allocation 
methods on a basis of the properties 
they may or may not possess. Moreover, 
it is unclear just where the informational 
economies will be at their greatest level 
across different regimes or organizational 
structures, Do the behavioral economies 
associated with the equity properties of 
game-theoretic cost allocations and infor- 
mational economies of decentralization 
outweigh the opportunity costs of de- 
parting from the usual efficiency condi- 
tions of a firm-wide optimum in regard to 
demands and outputs?!? The question, 
of course, is really an empirical one, and 
the answer is probably idiosyncratic to 
particular firms. But this much is certain: 
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the accountant’s responsibility does not 
end with describing the equity properties 
of an allocation scheme even when these 
properties lead to “mutually satisfactory 
allocations.” 

APPENDIX 


The following numerical example 
should illustrate most of the points made 
analytically : 

Let IT,(q:)= 124, —(1/2)45, (A1) 
T1,(42)= 20g, —(1/4)q3, and (A2) 
C(q)=80+4+ 14g—(1/8)q?. (A3) 
Firm-Wide Optimization 
Consider the firm-wide problem of 
Max IT,(q:) + T1.(q2) — Ca) (A4) 
ST:4, + 42 =q (A5) 
Forming the Lagrangian and substitut- 
ing: 
Max 124, —(1/2)qi + 2042 — (1/4)43 
— 80— 14g +(1/8)q 


~—A(q1+42—-4q) (A6) 
The first order conditions are then: 
12—g,-A=0, (A7) 


20 — (1/2)qg — å = 0,and (A8) 
14 — (1/4q — å =0. (A9) 


18 Of course, decomposition methods may also not 
overcome the problems of “gaming” that stem from 
granting informational autonomies to divisions, Assum- 
ing that information on separable profit functions was 
to be used both to allocate resources (e.g., capital in- 
vestment) from forecasts and then to evaluate per- 
formance, then the work of Loeb and Magat [1978] 
would seem to imply the impossibility of any scheme 
which exactly allocates firm profits (and hence full costs), 
inducing unbiased information. They do, however, de- 
scribe an alternative scheme, based upon earlier studies 
by Groves [1976] and Groves and Loeb [1976], that will 
ensure that a division’s dominant strategy is to report 
accurately. 

19 A similar point is also raised by Zimmerman [1979}, 
as he considers rational motivations from agency 
theory for cost allocations relating to a common resource 
or service. 
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Substituting from the constraint that 
qı +q2=4q, and solving for qi, q2, and A 
we obtain q; =8, q,=32, and A=4. 

Observe that pricing the supplier divi- 
sion’s output at a marginal cost of 4 per 
unit would not cover full costs: 


Revenue = 4q = 160 (Ai0) 
Full Cost = 80+ 14q—(1/8)q* = 440 (A11) 
Divisional Optimizations with 
Marginal Costing 


On the other hand, marginal cost 
pricing would induce optimal firm-wide 
demands by user divisions acting inde- 
pendently as shown below: 


Max 129, — (1/2)qi ~ 4q, (A12) 
Max 20g, ~ (1/4)q3 — 442 (A13) 
First order conditions: 
12—q,-4=0,and (Ai4) 
20 — (1/2)¢. ~4=0. (A15) 


implying, g,=8 and q, =32 as before. 


Divisional Optimizations with 
Incremental (Full) Costing 


Now consider the divisional problems 
under the Shapley allocation scheme: 


Max IT, (q1)—(1/2)C(q,) 
~(1/2)|C(q)-C(@a)]_ (A16) 
ST: q,+42=4, and (A17) 
Max IT,(q,)—(1/2)C(q2) 
—(1/2)[C(q)-C(G)] (418) 
ST: 9,+42.=4. (A19) 
Forming the Lagrangians and substitut- 
ing: 
Max 129, — (1/24 —(1/2)[80 + 14q, 
~ (1/8)qt]—(1/2)[80 + 14q 
~(1/8)q?— 80-149, 
+(1/8)93]-A(qi 


+g, —q), and (A20) 
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Max 20g, —(1/4)q3— 1/280 + 144 
—(1/8)42]—(1/2[80 
+ 14q—(1/8)q? — 80 
— 149, +(1/8)47 


-A + 42-4) (A21) 


The first order conditions are then: 
12—q, =(1/2)[14—(1/4)q, + 14 
~(1/4)q], and 
20 —(1/2)q2 =(1/2)]14 —(1/4)q2 + 14 
—(1/4)q] (A22) 
Substituting from the constraint that 
qı +4: =q, and solving for q, and q2, we 
obtain q, =16/11, and q,=272/11. 
Observe that this solution differs from 
what we already know to be a firm-wide 
optimum. 
Welfare Optimization 
Finally, consider the welfare problem: 


Max IT,(q,)+112(q2)— Cili, 42) 
—C2(4:,42) (A23) 


Substituting the incremental cost func- 
tions for C, and C,: 


Max 12q, —(1/2)q? —(1/2)[ 80+ 14q, 
—(1/8)q7] —(1/2)[80 
+ 14(q,+42)—(1/8)(41 

. +q)? —80— 144, 

+(1/8)41] +2092 —(1/4)q3 
—(1/2)[80+ 149, 
—(1/8)43] — (1/2)[80 
+ 14(q, +42)—-(1/8)(q1 
+g) —80—14q, 


+(1/8)q2 | (A24) 


The first order conditions are then 


12—g, =14—(1/4)q, —(1/8)q2 
—(1/8)g2, and (A25) 
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20 —(1/2)q2 = 14 —(1/4)g2 —(1/8)a1 
—(1/8)q1 (A26) 


The terms 14—(1/4)g,—(1/8)q, and 
14—(1/4)q.—(1/8)q, are the private mar- 
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If, instead, we solved for gq, and q, 
using social marginal costs, we would 
obtain the optimal firm-wide solutions. 
This result should be anticipated since 
clearly the social marginal costs equal 


ginal costs, while the terms 14—(1/4)q, 
—(1/8)q.—(1/8)q2 and =: 14—-{1/4)q. 
—(1/8)g, —(1/8)q, are the social marginal 
costs. If we solved for q; and q, above 
using just the private marginal costs, then 
we would again obtain the divisional 
solutions under incremental costing (so- 
lutions suboptimal on a firm-wide basis). 


the marginal costs’ originally arrived at 
in the first optimization above. That is 


14—(1/4)q, — (1/8)q2 —(1/8)q2 = 14 
~(1/4)41 +42)=14- (1/444, and (A27) 
14—(1/4)q2—(1/8)q, —(1/8)4, =14 


~(1/4Q2+4:1)=14—(1/4q4. (A28) 
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Further Evidence on the Accuracy of 
Management Forecasts Vis-a-V1s 
Analysts’ Forecasts 


Bikki Jaggi 


ABSTRACT: This paper compares management forecast accuracy with that of analysts’ 
forecasts published in the Value Line /nvéstment Service. Results suggest that manage- 
ment forecasts published on a voluntary basis are likely to be comparatively more 
accurate, especially when management forecasts are published after analysts’ forecasts. 
On an industry basis, management forecasts for chemicals and services (transportation, 
recreation, etc.) exhibit better performance. For utilities and banks, however, no differ- 
ence in the accuracy of the two forecasts is found. No trend was detected with regard 
to the impact of firm size on the comparative accuracy of management forecasts. 


ULAND’S [1978] recent paper adds 
R another dimension to the contro- 

versial issue of disclosure of man- 
agement earnings forecasts. Earlier 
research findings did not support the 
general expectation that management 
forecasts would be superior to mechani- 
cal or analysts’ forecasts. Even the supe- 
riority of management forecasts over 
naive forecasts was considered question- 
able (for example, see Green and Segall 
[1966 and 1967]; Copeland and Marioni 
[1972]}. Basi et al. [1976] compared 
management forecasts with analysts’ 
forecasts and did not find statistically 
significant differences in the accuracy of 
the two forecasts. Ruland, however, 
concludes that management forecasts are 
more accurate than analysts’ forecasts 
published in Standard and Poor’s Earn- 
ings Forecaster. 

Ruland’s findings are important in 
view of the fact that management fore- 
casts are considered to have an impact 
upon investors’ expectations. Recent 
studies on investors’ reaction to manage- 
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ment forecasts have provided evidence 
that disclosure of these forecasts results 
in stock price adjustments (for example, 
see Patell [1976]; Jaggi [1978]). These 
findings suggest that publication of man- 
agement forecasts may affect investors’ 
expectations, which, in turn, trigger 
movements in stock prices. The adjust- 
ments in investors’ expectations can be 
the result of several factors and one of 
them may relate to their perception of ac- 
curacy of these forecasts (for example, see 
Patell [1976, p. 248]). Thus, an examina- 
tion of accuracy of management forecasts 
will provide information relevant for 
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evaluation of investors’ perceptions of 
forecast accuracy. 

Furthermore, results pertaining to the 
accuracy of management forecasts will 
enable us to evaluate arguments that 


managerial tools are not sophisticated © 


enough to predict earnings accurately 
(for some inaccuracy arguments, see 
Financial Executives Institute [1973]; 
and McGrath and Walsh [1973]). This 
argument has been supported previously 
by Basi et al.’s [1976] conclusions. They 
suggested that disclosure decisions be 
postponed until forecasting techniques 
were refined sufficiently to assure con- 
siderably better accuracy than apparently 
exists. 

This study re-examines management 
forecasts’ accuracy through comparison 
with another set of widely used analysts’ 
forecasts. There are two widely used 
investor services—Standard and Poor’s 
Earnings Forecaster and the Value Line 
Investment Service. Several other analysts 
also make earnings predictions which are 
used by investment advisory services and 
institutional investors, but these are not 
as widely distributed. Forecasts pub- 
lished in the Standard and Poor’s Earn- 
ings Forecaster were used by Ruland. 
This study has selected forecasts pub- 
lished in the Value Line Investment 
Service to evaluate Ruland’s conclusions. 
The study also examines the impact of 
firm size and industry classification upon 
comparative accuracy. 


REINFORCEMENT OF RULAND’S FINDINGS 
Analysis of the Total Sample 


The sample of management earnings 
forecasts (primary earnings) was ob- 
tained from The Wall Street Journal 
published during the first four calendar 
months of each of the four years, 1971 to 
1974.1 The raw data were screened to 
select the firms whose earnings forecasts 
(1) related to the whole fiscal year, (2) 
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were traceable to a company official (e.g., 
the company president), (3) were made 
at least eight months before the close of 
the fiscal year, and (4) were specifically 
expressed in quantitative terms (in the 
case of ranges, mid-points were taken as 
the estimates). This selection procedure 
resulted in 156 forecasts relating to 121 
firms. Analysts’ forecasts were obtained 
from the Value Line Investment Service 
published during the corresponding pe- 
riod. These forecasts also related to full 
fiscal years and were made at least eight 
months prior to the close of the fiscal 
year. | 

Similar to Ruland’s study, the measure 
of absolute relative prediction error is 
used to determine the accuracy of man- 
agement and analysts’ forecasts: 


where: 


Ê, represents the forecast for time 
period t 

E, represents actual reported earnings 
for time period t 


Results relating to the mean absolute 
relative prediction error indicated that 
management forecasts performed slightly 
better than analysts’ forecasts. The mean 
prediction error for management fore- 
casts was 26.7 percent (40.9 percent 
standard deviation) compared to 28.3 
percent (45.2 percent standard deviation) 
for analysts’ forecasts. This error mea- 
sure 1s useful to the extent that it provides 
information for the sample on an average 
basis. However, this measure may be 

1 The use of 1971-74 data enables us to revalidate 
Ruland’s [1978] findings which are also based on fore- 
casts for the same period. In addition, these findings 
may also be indicative of the accuracy of management 
forecasts published more recently. Forecasting method- 
ology has improved in the recent past, and the improved 


methodology is likely to result in more accurate man- 
agement forecasts. 
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biased by extreme values within the 
sample groups. A comparison of error 
distribution can provide information 
which will not be unduly influenced by 
extreme values. Thus, the significance of 
a difference in the accuracy of two fore- 
casts is tested by means of the Wilcoxon 
matched-pairs signed-ranks test. 

The results of the Wilcoxon signed- 
ranks tests indicate that the error distri- 
bution of management forecasts is sig- 
nificantly different from that of analysts’ 
forecasts (significant at the five percent 
level for the total sample.” On an annual 
basis, the error distribution of manage- 
ment forecasts is also different for all 
years (at the one percent level for 1971 
and 1973 and at the five percent level for 
1972 and 1974). These results show that 
the difference in the accuracy of the two 
forecasts is statistically significant. ‘Thus, 
the results support Ruland’s findings 
that voluntarily disclosed management 
forecasts are better than analysts’ fore- 
casts. 


Impact of Disclosure Time of Forecasts 


The accuracy of analysts’ forecasts 
may depend upon the availability of the 
firm’s earnings data. In particular, if 
data on management forecasts become 
available before analysts’ forecasts are 
released, their accuracy should be equal 
to that of management forecasts. Their 
accuracy should, however, be inferior if 
earnings information from management 
is unavailable when analysts release their 
forecasts. In order to examine this 
possibility, the sample was divided into 
two subgroups. The first subgroup con- 
sisted of matched pairs where analysts’ 
forecasts were released before manage- 
ment forecasts were published (n= 115), 
and the second subgroup consisted of 
matched pairs where analysts’ predic- 
tions were announced after management 
predictions were published (n= 39). Two 
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observations were eliminated from the 
analysis because both forecasters re- 
leased their estimates on the same day. 

Results relating to the first subgroup 
(n=115), where analysts’ predictions 
appeared before management predic- 
tions were announced, indicate that man- 
agement forecasts exhibit significantly 
different error distribution (z= — 3.44, 
significant at the one percent level, one- 
tailed test). For the second subgroup 
(n= 39), where analysts’ predicted earn- 
ings appeared after management predic- 
tions were known, there is no significant 
difference in the error distribution of both 
forecasts (z= — 1.50). Thus, these results 
indicate that the availability of manage- 
ment forecasts resulted in no difference 
in the accuracy of both forecasts.’ 


IMPACT OF INDUSTRY CLASSIFICATION 


In order to evaluate the impact of 
industry classification on the comparative 
accuracy of both forecasts, the sample 
was divided into five subgroups: (1) 
banking and finance, (2) utilities, (3) 
chemicals, (4) manufacturing, and (5) 
services (transportation, recreation, efc.). 
(The number of firms in each industry 
classification are given in Appendix I). 
The subgroup of firms in the manufactur- 
ing classification could not be further 
divided due to the limited number of firms 


* The accuracy error was also calculated by using 
forecasted earnings as the denominator instead of 
realized earnings (|E,~£,|/|E£,{). Results of the test 
based on forecasted earnings as the denominator indi- 
cated a mean prediction error of 18.8 percent (19.8 
percent standard deviation) for management forecasts, 
compared to 23.5 percent (23.6 percent standard devia- 
tion) for analysts’ forecasts. The difference in error dis- 
tributions of both forecasts for the total sample was 
significant at the .01 level (z= ~—3.65). 

* The tests based on forecasted earnings as the de- 
nominator also indicated that management forecasts 
were more accurate when analysts’ forecasts appeared 
before management forecasts. The difference in the ac- 
curacy of both forecasts was, however, not significant 
when analysts’ forecasts appeared after management pre- 
dictions were known. 
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FIGURE 1 
COMPARISON OF FORECAST ERRORS BY INDUSTRY 
Mean Absolute Relative 
Prediction Error Wilcoxon Matched-Pairs 
(Percentage) Signed-Ranks Test Level of 
No. of Significance. 
Industry Forecasts Management Analyst z-value T-values (two-tailed) 
Banking and Finance 12 21.8 23.0 38 15 
Utilities 22 24.8 33.3 68 .09 
Manufacturing 82 30.4 29.8 — 921 AS 
Chemicals 22 25.0 35.8 32 OL 
Services (transportation 
and recreation) 18 21.8 23.0 20 01 


in each industry category. Figure 1 con- 
tains means of the absolute relative pre- 
diction errors for management and 
analysts’ forecasts for each subgroup, 
and z- and 7-values for the Wilcoxon 
signed-ranks tests. (For sample size of 25 
or less, 7-values are calculated, and for 
sample sizes of over 25, z-values are 
given; for critical 7-values, see Siegel 
[1956]). 

The results on the mean values indicate 
that management forecasts for all sub- 
groups, except for the manufacturing 
subgroup, show comparatively smaller 
error. But the differences do not appear to 
be profound except for the chemical 
subgroup. The results relating to the 
Wilcoxon signed-rank tests indicate that 
statistically significant differences exist 
between the accuracy of forecasts for the 
chemical subgroup and the service sub- 
group. Firms belonging to these two 
subgroups are generally associated with 
high variability in earnings. (Barefield 
and Comiskey’s [1975] study indicates 
coefficients of variation of .1369 and 
4032 for chemical and transportation 
firms, respectively; these coefficients are 
higher than coefficients for other sub- 
groups). Thus, high variability in earnings 
makes predictions difficult for outside 
analysts. Consequently, management- 
forecasts tend to be relatively superior 
to analysts’ forecasts. Results relating 


to the utilities and banking subgroups 
do not indicate statistically significant 
differences in the error distribution of the 
two forecasts. They tend to conform fairly 
well to the general expectation that 
earnings predictions for firms in these 


_ subgroups should be relatively easier 
” due to the relatively low variability in 


the earnings of these firms. (Barefield 
and Comiskey’s [1975] study indicates 
coefficients of variation of .0474 and 
0648 for these subgroups, respectively). 

The above results are similar to the 
Barefield and Comiskey’s [1975] findings 
relating to the relative accuracy of 
analysts’ forecasts. Their findings suggest 
that errors in analysts’ forecasts are 
lower for the utilities and banking sub- 
groups and higher for the chemical and 
transportation subgroups. Analysts’ su- 
perior predictions for utilities and bank- 
ing are reflected in the findings of this 
study which show no statistically signifi- 
cant differences between management 
and analysts’ forecasts. In the case of 
chemicals and transportation, there is a 
difference between the accuracy of the 
two forecasts. The findings on utilities 
are also consistent with Basi et al.’s [1976] 
findings, which indicated no significant 
difference between management and an- 
alysts’ forecasts. 

Results for the manufacturing sub- 
group also do not show differences in the 
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FIGURE 2 
COMPARISON OF FORECAST ERRORS BY FIRM SIZE 
Mean Absolute Relative 








Prediction Error Wilcoxon Matched: Pairs 
(Percentage) Signed-Ranks Test Level of 

Firm Size (Revenue in Significance 

Millions of Dollars) No. of Firms Management Analyst z-values T-values (two-tailed) 
0-99 8 43.2 37.9 9 12 
100~299 39 32.2 37.0 „~~ 2.02 02 
300-499 22 14.7 20.6 51 02 
500-999 37 27.4 28.0 1.45 07 
1000-1999 28 23.1 23.3 ~ 1.98 02 

2000-above 22 28.2 


29.8 117 14 





accuracy of both predictions. There may, 
however, be differences within certain 
industry categories in the manufacturing 
subgroup. Such differences could not be 
detected in this study due to the fact that 
manufacturing industries were grouped 
together. 


IMPACT OF FIRM SIZE 


.The accuracy of management earnings 
forecasts is likely to be related to the size 
of the firm. As firm size becomes larger, 
the comparative accuracy of management 
forecasts may improve, because large 
firms generally have better data bases and 
expertise which should lead to better 
predictions. In order to determine the 
impact of firm size on the comparative 
accuracy of management forecasts, the 
sample was divided into six subgroups 
based on revenue size. 

Figure 2 contains the means of the 
absolute relative prediction errors for 
each subgroup and also T- and z-values 
for the Wilcoxon signed-ranks tests on 
the differences in the error distributions 
of management and analysts’ forecasts. 

The results show that the mean error 
of management forecasts is compara- 
tively higher for the first subgroup and 
comparatively lower for the remaining 
subgroups. The results of the Wilcoxon 
signed-ranks tests, however, indicate that 
only three subgroups show statistically 


significant differences in the error distri- 
bution of the two forecasts, and these 
subgroups are the second, third, and fifth. 
Therefore, these results do not indicate a 
trend of comparatively higher accuracy 
of management forecasts as the firm size 
becomes larger.* Therefore, no inference 
can be drawn from these results with 
regard to the relationship between the 
accuracy of management forecasts and 
the firm size. This result may be due to 
the fact that, for management forecasts 
disclosed on a voluntary basis, firm size 
may not be significant in predicting 
earnings by management and analysts. 


CONCLUSION 


This paper provides additional evi- 
dence that management forecasts dis- 
closed on a voluntary basis are more 
accurate than analysts’ forecasts. The 
findings are based on a comparative 
analysis of management forecasts with 
analysts’ forecasts included in the Value 
Line Investment Service. The higher 
accuracy of management forecasts is 


* The results of tests based on forecasted earnings as 
the denominator slightly differ from those reported in 
Figure 2. The mean error of management forecast is 
comparatively higher for the first and the last subgroups. 
The difference in the error distribution of the two fore- 
casts is statistically significant for the fourth and fifth 
subgroups. These results also do not indicate any trend 
with regard to the impact of firm size on the comparative 
accuracy of management forecasts. 
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most pronounced when managements APPENDIX (Continued) 

publish their forecasts after analysts Metal and Glass Melting 7 
publish theirs. The analysis of the impact Engines and Turbines 3 
of industry classification indicates that, Ae tay p 

: : : ice Equip 
for firms in the chemical and service Railroad Equipment 3 
subgroups, management predictions can Motor Vehicles Bodies and Parts 8 
be expected to be more accurate. How- rea aa i 
: . ircr 
ever, no inference could be drawn with Engineering Labs and Research Equipment 3 


regard to the impact of firm size on the Services 


comparative accuracy of management Toys, Amusement, Sporting Goods 3 
forecasts Trucking i 
` l Telephone l 
APPENDIX Radio-TV 1 
Retail 11 
SAMPLE BY INDUSTRY CLASSIFICATION Hospital j 
Chemical Group 
No. of Chemicals 12 
Industry Classification Forecasts Drugs 4 
a ee Petroleum and Products 6 
Manufacturing Utilities 
Mining, Metal and Mineral 4 Electric Utilities 14 
Food 5 Natural Gas 8 
Soft Drinks 5 Banking and Finance 
Apparel 4 Banks 9 
Wood, Paper and Pulp 6 Finance, Property and Real Estate 3 
Household Products 7 
Household Appliances 2 
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Awareness and Usage of LEXIS By 
Accounting Educators: A Survey 
Richard Boley and Paul Danos 


ABSTRACT: This paper describes the results of a survey of accounting educators as 
to their awareness, access to and usage of the LEXIS document retrieval system. A 
majority of the respondents have a general familiarity with the system, but access and 
use are quite limited. Accounting educators currently utilize LEXIS more as an occa- 
sional research source than for either course development or “hands-on” student use. 


PREVIOUS paper by Boley and Danos 
[1978a] reported on uses of the 
LEXIS! document retrieval sys- 

tem at one university. In that article 
pedagogical applications of the system in 
financial accounting and federal income 
taxation were described. Krogstad and 
Dexter [1979] reported on its use in 
auditing classes at another university. 
This paper gives the results of a survey 
of accounting faculty at schools ac- 
credited by the American Assembly of 
Collegiate Schools of Business (AACSB). 
Topics covered are: 1) level of awareness 
of LEXIS, 2) degree of access to the 
system, 3) nature of usage of the system, 
and 4) plans concerning acquisition of 
the system. 


1 LEXIS is a computerized document retrieval system 
marketed by Mead Data Central. The data base is 
divided into “‘libraries”—two of particular importance 
to accountants are the federal tax and accounting in- 
formation libraries. In this paper, “LEXIS” is used to 
refer to the overall system, while “NAARS” relates 
specifically to the accounting information library. The 
full text of every document, e.g., a court case or financial 
statement, included in the data base is retrievable. A 
search request made of the “key words” that are likely to 
occur in the documents of interest is used to access the 
system. A video screen and printer are then used to 
examine the retrieved documents and print any desired 
hard copy. 
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BACKGROUND . 

In an AICPA-funded study concerning 
centralized research and the related role 
of LEXIS in large CPA firms [Danos and 
Boley, 1978b], the authors determined 
that computer-assisted data retrieval is 
an important aspect of professional re- 
search. (See also, Gale [1978]). LEXIS, 
the system used by all 11 firms included 
in the study, was considered an essential 
tool of research by most of the respon- 
dents. Use of the system in answering 
questions in the accounting, auditing, 
and tax areas was felt by the respondents 
to be increasing, and the consensus was 
that the use of full-text document re- 
trieval would grow in the future. 

The importance of full-text document 
retrieval systems for accounting educa- 
tion relates to the potential for changes 
in traditional modes of decision making 
among professionals. Full-text retrieval 
allows predecents to become an integral 
part of the decision-making process and, 
as such, represents much more than a 
mere technological change. Internal prec- 
edents are becoming important inputs 
via electronic search of firm subject files. 
This development is made more crucial 
in the light of the pressures on firms in 
terms of tightening quality control re- 
quirements and legal considerations. Ex- 
ternal precedents are also being used to a 
greater extent in searches of public data 
bases. Again, precedent is the fundamen- 
tal issue. 

This is not to say that traditional 
decision making on accounting issues 
will no longer be used. Knowledge of 
accounting theory and rules will remain 
the core of professional decision making, 
but, as is the case in the legal profession, 
the massive volume of source material 
and highly specialized nature of many 
problem areas leads inevitably to the 
automation of certain forms of profes- 
sional research. In addition to the growth 
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in sophistication and specialization in the 
use of automated data retrieval among 
research specialists at centralized loca- 
tions, there are indications that practice 
offices may begin to get automatic data 
retrieval capabilities soon. 

The significance of this study rests on 
the above prospects along with the es- 
tablished fact that law schools are moving 
strongly to automatic data retrieval as a 
primary research tool. This, of course, 
has direct implications for tax pedagogy. 
This study was also motivated by the 
observed pedagogical power of full-text 
retrieval in financial accounting and 
federal income taxation courses. The 
authors have found that students who are 
allowed to simulate professional research 
by assessing authoritative pronounce- 
ments, theory, and real-world precedents 
have a more complete view of profes- 
sional decision making. In addition, an 
electronic full-text systems allows the 
instructor instant access to many exam- 
ples of specific applications of rules and 
theory. 

In summary, this study of awareness 
and use of the LEXIS system among 
academics was prompted by the emer- 
gence of its use in the accounting profes- 
sion and its observed power as a teaching 
tool. Electronic full-text retrieval will 
affect the modes of decision making and 
hence the professional life of accountants 
for the foreseeable future. 


SURVEY REPORT 


The objectives of the survey were to 
determine levels of both awareness and 
use of the LEXIS system by accounting 
educators. A mail questionnaire was sent 
to representatives (principally chair- 
persons or heads) at 172 schools ac- 
credited by the AACSB. A total of 116 
(67 percent) usable responses were re- 
turned. The questionnaire was designed 
to elicit information on awareness of 
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LEXIS, access to the system, types of 
usage, and plans for future acquisition. 

Respondents were asked to character- 
ize the degree of awareness of LEXIS by 
both themselves and their staffs. Chair- 
persons tended to be more aware than 
their staffs. Only 15 percent of the sur- 
veyed individuals had never heard ‘of the 
system. In contrast, 41 percent of the 
respondents believed that none of their 
staff was aware of LEXIS. Actual use of 
the system was rare. Eleven percent of the 
chairpersons indicated that at least some 
of their staff occasionally use LEXIS, 
while only 5 percent of the respondents 
actually use it themselves. The following 
information presents a more complete 
summary of the survey results on aware- 
ness. 


Chairpersons’ Awareness of LEXIS 


Very aware—use regularly...... 0% 
Aware of the system and have used 
occasionally. .............4. aA 


Have seen a demonstration of the 
system and know its uses but 


have never actually used. ..... 19% 
Have read about the system and 

know its uses but have never 

actually used................ 36% 
Only vaguely familiar with the 

SYSTEM oe Siete duane wee eas 237 
Have never heard of the system.. 15% 


Chairpersons’ Impression of Their 
Staff’s Awareness of LEXIS 


Staff is aware of the system and 


some use it regularly......... pay A 
Staff is aware of the system and 
some use it occasionally...... 99% 


Staff has a general familiarity with 
the system but little or no actual 
USC E E 

Staff is not aware of the system.. 


48% 
41% 


The preceding results indicate more 
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awareness than actual use of LEXIS. 
Access to the system is clearly a problem. 
Twenty-seven percent of the respondents 
indicated that they were aware of some 
access to the LEXIS system. Only 3 per- 
cent have terminals in their business 
schools. Other access is obtained through 
nearby law schools (10 percent), CPA 
firms (15 percent), or libraries (2 percent). 

Cost is a major impediment. For uni- 
versity subscribers, fixed monthly fees 
range from $940 to $1,710, depending on 
eligibility for and selection of various 
price schedules. Althouglrin-house termi- 
nals may currently be beyond the means 
of many schools, possible alternatives 
should not be ignored. Whereas ap- 
proximately 60 law schools are LEXIS 
subscribers, only 12 survey respondents 
indicated access to a law school terminal. 
More cooperation appears possible. Ac- 
cess to CPA-firm LEXIS terminals 
should also be explored. The authors are 
aware of such terminals in New York, 
Washington, D.C., Chicago, Cleveland, 
Detroit, Houston, Dallas, Los Angeles, 
and San Francisco. University faculty 
and students should also be aware of 
access to the system through the AICPA’s 
terminal. Inquiries can be directed to the 
AICPA staff for research whose person- 
nel perform the search and print the 
resultant data on a fee basis. 

Since most respondents who have 
access to a LEXIS terminal must go out- 
side the business school, restrictions on 
use were surveyed. A critical factor re- 
lated to restrictions was whether the out- 
side party was a law school or a CPA firm. 
Academic price sche-lules for LEXIS are 
primarily fixed costs, while CPA firms 
pay substantial variable costs based on 
usage. CPA firm access, therefore, tends 
to be more controlled and limited to 
specific projects of a relatively short 
execution time. Other restrictions or 
impediments indicated were: 
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1. No access to NAARS at some law 
school terminals. 

2. Faculty use only (no student ac- 
cess). 

3. Distance to CPA firm. 

4. Use limited to specific, undesirable 
hours. 

5. Lack of training for potential users. 

6. Access available only when outside 
party is not using. 

7. Possibility of being charged for use 
by outside party. 


Those respondents with some access 
to LEXIS were asked to characterize their 
school’s levels of use in four areas— 
NAARS versus other LEXIS libraries, 
research, course development, and stu- 
dent use. Twenty-four of 31 schools indi- 
cating access provided the requested 
information. Fourteen of the surveyed 
individuals indicated that use by them- 
selves, their staff, and students was 
limited to either only NAARS (eight 
respondents) or only the legal libraries 
(six respondents). The remaining ten 
schools utilize both legal and accounting 
libraries. 

It must be emphasized that applica- 
tions of the LEXIS system by accounting 
educators are at a very early stage of 
development. For each of the four areas 
indicated above, respondents were asked 
to characterize whether they felt their 
school’s use was “none,” “low,” “me- 
dium,” or “high.” With only a few 
exceptions, usage was characterized as 
either none or low. The following discus- 
sion describes the types of use that are 
currently taking place in the academic 
community. If access to the system is 
broadened and utilization increased, a 
restructuring of applications might 
emerge. 

Use of the LEXIS system for research 
is the most common application. This 
type of work is undoubtedly more 
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amenable to the limited access of most 
schools than either course development 
or student use. Faculty research utilizing 
LEXIS was indicated at 24 schools. Ph.D. 
students at 12 of those schools have also 
used the system for their research. 

Utilization related to graduate students 
is the second most common area of 
LEXIS usage. Thirteen schools indicated 
that graduate students are getting some 
“hands-on” use, while faculty at 11 
schools are utilizing the system for some 
aspects of graduate course development 
such as lecture examples, homework 
problems, and test questions. 

Undergraduate applications were the 
least common. Seven respondents felt 
LEXIS was being used to some extent in 
course development. Only five schools 
indicated that any undergraduate stu- 
dents were being trained on the system. 

Expansion of the number of business 
schools with their own LEXIS terminal 
appears unlikely in the near future. All 
116 respondents were asked if their busi- 
ness school or department has investi- 
gated the possibility of acquiring a termi- 
nal. The results were: 


Have not investigated 62% 
Investigated, but decided not to acquire 
because of cost 12% 
Investigating-decisions not yet made TA 
No response to this question 19% 
CONCLUSIONS 


Several major generalizations are sup- 
ported by the responses discussed above. 
First, the system is not currently in wide- 
spread use in accounting education. Al- 
though a considerable number of re- 
spondents indicate a certain degree of 
awareness of the system, a rather small 
percentage have actual “hands-on” ex- 
perience. Of those schools which have 
investigated acquisition, all but three 
have either not decided or have rejected, 
giving cost as the reason. 
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The use of the system by those with 
access seems to be research-oriented as 
opposed to classroom-oriented. This cir- 
cumstance is explainable by the fact that 
most of those who have access have it 
through an outside party—an arrange- 
ment which is hardly conducive to day- 
to-day classroom utilization. 

In conclusion, it seems that accounting 
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practitioners are developing capabilities 
in automatic data retrieval much faster 
than are academics. LEXIS appears to 
provide much promise for teaching and 
training purposes, as well as for research. 
However, widespread use and develop- 
ment for these purposes must await 
greater awareness and a solution to the 
cost problem. 
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A Project to Enrich the Study of 
Financial Reporting 


Jon A. Booker and John K. Harris 


ABSTRACT: This paper reports on a classroom project that appeared to be successful 
from both the pedagogical and applied standpoints. The project was designed to enrich 
accounting education at the undergraduate level through an in-depth study of the annual 
report to stockholders and Form 10-K of a selected company, and included the par- 
ticipation of that company’s controller and the partner-in-charge of its audit. While con- 
firming that a definite need existed for classroom study in this area of financial reporting, 
evaluation of the project suggests possible modification and extensions. 


ANY popular intermediate ac- 
M counting textbooks separate the 
balance sheet and income state- 

ment into account title topics for in-depth 
study. Students often complete the study 
of these individual topics without formal 
exposure to the financial statements and 
related footnotes of an actual company. 
Consequently, they are unlikely to have 


an adequate appreciation of the difficulty 
involved in applying textbook material 


in practice. This problem can be over- 
come by enriching their classroom study 
with the annual report to stockholders 
and Form 10-K (hereafter referred to as 
the set of annual reports). 

The set of annual reports can be used 
in the classroom in a number of ways. 
One approach is to give each student an 
assignment to read a set of annual reports 
for a company of his/her own choosing. 
This type of assignment has value, but 
the learning experience is limited, be- 
cause inadequate time is available, either 
in or outside of class, to answer properly 
specific questions each student might 
have about the reports he or she is 
studying. 

Another approach is to assign students 
the formidable task of actually preparing 
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the entire financial section ofa company’s 
set of annual reports. Such an assign- 
ment, having a suggested time of 50 
hours, is part of the “Applied Research 
in Financial Accounting Problems” 
course outlined by the American Ac- 
counting Association Committee for 
New Courses for Professional Account- 
ing Programs [1977, pp. 141-43]. This 
course appears to be designed for ad- 
vanced students and is probably too 
specialized to be incorporated in the 
accounting programs of most universities 
now. 

With these two approaches in mind, 
the authors conducted a project designed 
to be an effective compromise. The 
project involved formal classroom ex- 
posure to the set of annual reports of a 
selected company. This paper reports the 
design and results of the project. 
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PROJECT DESIGN 

The project was conducted in two 
sections of Intermediate II, a three- 
semester-hour course that covered many 
of the topics (liabilities, stockholders’ 
equity, accounting changes and error 
correction, income tax allocation, leases, 
pensions, and statement of changes in 
financial position) that require sophisti- 
cated reporting and disclosures in the set 
of annual reports. Placing the project in 
this course also permitted the review and 
reinforcement of several topics from 
Intermediate I. 

The set of annual reports of one com- 
pany was used to achieve the objective of 
in-depth study and to give the instructor 
adequate time for preparation and an- 
swering students’ questions. To add 
realism, stimulate interest, and obtain 
accurate and complete answers to all 
questions raised, the company’s control- 
ler and the partner-in-charge of its audit 
were invited to participate in a class 
session at the end of the semester. This 
feature of the project not only brought 
the students into direct contact with the 
preparer and auditor of the reports 
studied, but also gave the company and 
the CPA firm good visibility with a mini- 
mal time commitment. 

Integral requirements for the success 
of this project included the controller’s 
and the auditor’s consent to participate 
and the willingness of the company to 
supply sufficient copies of its set of 
annual reports. The selected company 
operates in the fertilizer, energy, and 
metals industries, has assets of approxi- 
mately $2 billion, isa NYSE-listed multi- 
national, and is audited by a Big Eight 
public accounting firm. 

At the beginning of the semester, the 
‘students were surveyed to determine 
their previous exposure to sets of annual 
reports. It was found that most students 
had made only cursory reviews of annual 
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reports to stockholders. The capacities in 
which they had reviewed these reports 
included those of student, stockholder, 
and employee. They had practically no 
exposure to Form 10-K. 

After the survey, each student was 
given a copy of the current set of annual 
reports and asked to concentrate on 
gaining a general understanding of the 
company’s business. This assignment 
was followed by a presentation about the 
company and the informational content 
of its annual report to stockholders. An 
outline of this report was used to guide 
the reading assignments in the textbook. 
Classroom instruction also was required 
to give the students an overview of the 
functions and reporting requirements of 
the SEC.? 

Many general questions were raised 
during class discussions early in the 
semester. As relevant portions of the 
set of annual reports were assigned and 
discussed in conjunction with the topics 
covered in the textbook, many specific 
questions were raised on financial state- 
ment presentation and footnote dis- 
closure. All unanswered questions from 
these discussions were accumulated and 
forwarded to the controller and the audi- 
tor approximately two weeks prior to the 
class session in which they were to partici- 
pate. Each student prepared a written 
evaluation of the project after that 
session. 


PROJECT RESULTS 
Implementation 


The project was carried out according 
to plan. Fourteen unanswered questions 


1 If the selected company and its auditing firm both 
have offices in or near the city where the university is 
located, time and costs will be reduced. 

2? The basis of this instruction was Skousen’s An In- 
troduction to the SEC [1976], which provides an excellent 
overview of the registration and reporting process; Chap- 
ter 3 was particularly relevant. 


Booker and Harris 


were generated. These were attributable 
to the technical nature of the material 
and to the informational limits inherent 
in the set of annual reports. The questions 
concerned a variety of matters, including 
state of incorporation, banking arrange- 
ments, FTC examination of a proposed 
acquisition, business expansion into 
Third World countries, stockholder re- 
quests for Form 10-K, marketable equity 
securities, leases, pensions, treasury 
stock, replacement cost information, and 
materiality. When the questions were 
transmitted, the controller and auditor 
were invited to use their own discretion 
as to whether each answer should be from 
the viewpoint of management, the audi- 
tor, or both. 

The views of the controller and auditor 
tended to be quite similar on the issues of 
financial statement presentation and dis- 
closure, but it was evident that manage- 
ment, not the auditor, made the operating 
and financial decisions and was primarily 
responsible for the preparation of the set 
of annual reports. 


Evaluation 


The 45 students involved in the project 
rated their overall learning experience 
as either “excellent” or “good.” They 
appreciated the value of the application 
of textbook material and gained some 
confidence in their ability to accurately 
read, evaluate, and interpret a set of 
annual reports. They also thought more 
time should be spent on the project and 
that more than one company should be 
included. 

The authors see two significant peda- 
gogical benefits from the project. First, 
the students had an impressive lesson on 
the need for precise language in footnotes 
and supplemental disclosures. Their 
growing awareness and comprehension 
of this need was demonstrated by the fact 
that early in the semester most of them 
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expressed concern that the company had 
failed to comply with required disclos- 
ures. After careful re-reading of the 
footnotes and supplemental information, 
the adequacy of the disclosures became 
apparent, and many of the students were 
impressed by the amount of information 
which an informed reader can extract 
from the written material in the set of 
annual reports. 

Another significant benefit was derived 
from the participation by the controller 
and auditor. Their background informa- 
tion increased interest in the project, and 
the students benefited from raising indi- 
vidual questions during the face-to-face 
session. In a real sense, the controller and 
auditor capstoned the study. 

While the results of the project were 
favorable, the authors believe that it 
would be desirable to move the study to 
an advanced accounting course or a 
senior or graduate seminar on financial 
reporting. Students in these courses 
would have a more comprehensive ac- 
counting background in areas of impor- 
tance (e.g. consolidations), and addi- 
tional time could be devoted to the 
project. 

If time permits, the project could be 
extended with the use of appropriate 
assignments from the easy-to-read book, 
A Management Guide to Better Financial 
Reporting [Duff and Phelps, 1976].-One 
possibility would be to assign the section 
(approximately 100 pages) on positive 
and normative financial reporting prac- 
tices. This material is presented from the 
standpoint of financial statement users. 
Accounting students, as future preparers 
and auditors of financial statements, 
should benefit from this exposure to the 
users’ perspective. Another possibility 
is to assign the section (approximately 50 
pages) on reporting practices of individ- 
ual companies in 31 industries. This ma- 
terial enables the student to make in- 
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formed judgments if in-depth study of 
more than one company’s set of annual 
reports is desired. 


CONCLUSION 


The research findings reported in this 
paper confirm that a need exists for class- 
room study of the set of annual reports 
and demonstrate that the project was 
successful in enriching the study of finan- 
cial reporting. The highlight of the 
project was having representatives from 
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private and public accounting respond in 
person to questions. It is recommended 
that the project be moved to a course in 
advanced accounting or a senior or 
graduate seminar on financial reporting. 
If time permits, the project can be ex- 
tended by considering the perspective of 
financial statement users (as opposed to 
preparers or auditors) and/or by studying 
the reporting practices of more than one 
company. 
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Cash Flow Variance Analysis 


Robert W. Owens 


ABSTRACT: This note provides an alternative approach to the subject of variable cost 
variance analysis based on the concept of incremental cash flow. Explanation of the 
idea is assisted with the use of an accompanying worksheet. An illustration of the ap- 


proach concludes the presentation. 


analysis often elicits the following 

question: Why is the quantity (or 
usage or efficiency) variance—computed 
for items of variable cost—stated in 
budgeted standard dollars gained or lost 
as opposed to cash flow gained or lost? A 
reply to this question, consistent with 
established textbook treatment, might 
be as follows: If it is considered desirable 
to carry inventory at standard cost (i.e., 
at the standard price per unit times the 
standard quantity per unit of actual pro- 
duction) and if the price variance is 
defined as the actual quantity purchased 
or used times the difference between 
actual and budgeted per-unit cost, then 
use of a standard per-unit cost multiplier 
for computing the quantity variance is 
necessary in order to leave inventory 
“valued” at standard cost. 

This note suggests an alternative ap- 
proach that presents the incremental 
cash flow gained or lost as appropriate 
for use in calculating both the variable 
cost quantity variance and price vari- 
ance. The following sections give a brief 
rationale for this approach along with 
additional clarification and an illustra- 
tion of a proposed application. 


SUPPORT FOR AND FURTHER EXPLICATION 
OF THE RECOMMENDED APPROACH 


Among the fundamental concepts 
basic to the managerial decision process 


A CLASSROOM discussion of variance 
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is the incremental concept—only changes 
in cash flow are important in evaluating 
decision alternatives. This concept is 
used in several of the popularly advo- 
cated financial decision models, e.g., in 
the present value method. This concept 
can also be beneficially utilized when 
evaluating performance at the end of an 
operating period. The suggestion here is 
that ex post performance evaluation be 
consistent with the incremental concept 
employed during the ex ante planning 
and decision process. Enterprise cost 
from a quantity variance is not the 
budgeted standard price per unit; it is the 
ex post increase (or decrease) in cash 
outflow necessitated by not matching 
expectations. Accordingly, the incremen- 
tal sacrifice or savings, measured in 
dollars of anticipated or actual cash 
flow, is the relevant cost that should be 
measured. 

To compare this incremental cash flow 
approach with the more common text- 
book treatment, it is first necessary to 
divide variable costs into a non-storable 
category (which includes such items as 
direct labor and indirect labor) and a 
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storable category (which includes such 
items as raw materials and supplies). 
This is necessary because costs are 
identical at time of purchase and at time 
of use only for non-storable variable cost 
items; likewise, the quantity purchased 
during the period and the quantity used 
during the period are identical only for 
non-storable variable cost items. The 
area models shown in Figure 1 and often 
provided in textbook explanations are 
based (at least implicitly) on non-storable 
variable cost items. 

To demonstrate the difference between 
defining the quantity variance in terms of 
Incremental cost as opposed to budgeted 


standard cost, the notations below are. 


adopted: 


SP = budgeted standard price. 

AP =actual price at time of purchase 
and use. 

SQ = budgeted standard quantity. 

AQ=actual quantity purchased and 
used. 

PV = price variance. 

QV =quantity variance. 


If the actual price (which is also the 
incremental cost for non-storable items) 
is substituted for the budgeted standard 
price in the quantity variance computa- 
tion, the formula is as shown at the top 
right-hand side of Figure 1; the tradi- 
tional formula is shown at top left. Also 
displayed is the price variance formula 
as well as the area models for the four 
possible variance combinations (e.g., 
actual price exceeded standard price and 
actual quantity exceeded standard quan- 
tity in the first model shown under both 
alternatives). The broken lines appearing 
in several of the Figure 1 models indicate 
whether the joint variance (reflecting the 
interaction of the price and quantity 
variances) is included in a particular 
variance computation. Thus, for the 
traditional definitions, the joint variance 
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(1) is not included in the quantity 
variance but is included in the price 
variance in the top combination, (2) is 
included in neither in the second combi- 
nation, (3) is included in only the 
quantity variance in the third combina- 
tion, and (4) is included in both in the 
final combination. As is perhaps antici- 
pated, the inclusion or exclusion of the 
joint variance in the quantity variance is 
reversed with the alternative definition.' 

Although use of actual price as 
opposed to budgeted standard price for 
computation of the quantity variance 
may provide a more meaningful gauge of 
the actual incremental dollar loss or gain 
to the firm, this does not mean that the 
joint variance should necessarily be a 
component of a particular manager’s per- 
formance evaluation. For instance, a pro- 
duction line manager may be held respon- 
sible for a direct labor quantity usage 
differential at the budgeted standard 
price, while his immediate supervisor 
(who is perhaps in charge of the actual 
price paid) would be held responsible for 
the joint variance. At any rate, the actual 
incremental cost or savings to the firm 
from a quantity variance can be identified 
with use of actual price as the multiplier, 
and once identified, it can be fully as- 
signed in some rational manner to those 
most responsible. 

Storable variable cost items such as raw 
materials must be analyzed without use 
of area models because the cost at time of 
purchase and the cost at time of use may 
be different, and the same is true for the 
quantity purchased during the period and 
the quantity used. The price variance can 
be defined as the difference between the 


? It is of interest to note, upon observation of Figure 1, 
that the statement in many managerial accounting text- 
books that the joint variance is included exclusively with 
the price variance is true for only one of the four combi- 
nations, regardless of the quantity variance definition 
used. 
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FIGURE Í 
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actual price paid and the budgeted stan- 
dard price times the actual quantity 
purchased. However, the quantity vari- 
ance for variable storable cost items is the 
incremental cost per unit of raw materials 


times the difference between the actual. 

quantity used and the standard quantity ~ 
estimated for the actual level of produc- 
tion. This incremental cost at time of use 
does not necessarily match the cost at 
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time of purchase and may vary widely 
from the budgeted standard cost associ- 
ated with the traditional definition of the 
quantity variance. For instance, an un- 
favorable quantity variance reflecting 
over use of raw materials may represent 
a zero ex post incremental cost if, due to 
unexpected raw material obsolescence, 
these units of raw materials must be dis- 
carded at the end of the period for zero 
total net salvage value. In this case, the 
raw material incremental cost of zero, 
representing the actual per unit cost of 
the quantity variance, may be consider- 
ably different from the beginning-of- 
period budgeted standard cost per-unit 
that is suggested for use with the tradi- 
tional definition. Or, to provide another 
example, an unfavorable quantity vari- 
ance reflecting over use of raw ma- 
terials may entail replacing units of 
raw materials used from the supply of 
safety stock that must be replenished. 
In this case, the. incremental raw ma- 
terial unit cost 1s the replacement cost per 
unit, which may be considerably different 
from the beginning-of-period budgeted 
standard cost per unit. 

The implications of a definitional 
change on the management decision 
process are several. First, the dollar size 
of the variance may change. In some 
instances, a significant quantity variance 
under the traditional definition may not 
be significant under the suggested alter- 
native, and vice versa. Second, and per- 
haps more important, managers may 
respond differently depending on the 
choice of definition. To illustrate, recon- 
sider the above examples. If unexpected 
obsolescence reduces the value of raw 
material to zero and this information is 
made available to the manager during the 
operating period, concern about over use 
may still exist with use of the traditional 
definition (since the quantity variance is 
measured at the standard price) even 
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though over use of a worthless stock of 
raw materials may conceivably lower 
other variances such as the direct labor 
quantity variance; or, if the supply of 
safety stock is being depleted, a manager 
may be more cautious when the quantity 
variance is computed with a possibly 
higher replacement cost vis-d-vis a lower 
standard price. Third, if operating man- 
agers understand the economic cost of a 
quantity variance, they may give greater 
support to the variance analysis process. 
Figure 2 is a worksheet presentation of 
the above suggestion as applied to raw 
materials. The column of estimated fig- 
ures [i.e., for Rows (1) through (9), (12), 
and 13)] constitutes the beginning-of- 
period budget. The quantity variance 
[Row (11)] is defined as the difference 
between the estimated and actual amount 
of raw materials used per unit of finished 
goods produced times the number of 
actual finished goods produced times the 
incremental per-unit cost of the raw ma- 
terials. The price variance [Row (14) ] is 
defined as the difference between the 
estimated and actual per-unit cost of raw 
materials purchases times the actual 
amount of raw materials purchases. Simi- 
lar worksheets can be developed for other 
storable variable cost items such as sup- 
plies as well as for non-storable variable 
cost items such as direct labor. With the 
latter, Rows (6) and (7) are not needed 
since the amount used and purchased 
[Rows (5) and (8) ] will be the same. 


AN ILLUSTRATION 


A set of hypothetical estimated and 
actual data is depicted in Figure 3. 
Observe that an additional 7,000 units of 
finished goods were sold during the 
period [Row (1)], that an additional 
5,000 units of finished goods were pro- 
duced during the period [Row (4)], and 
that this left a deficiency of 2,000 units in 
the desired ending inventory of finished 
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FIGURE 2 
RAW MATERIALS BUDGET COMPARISON WORKSHEET 


(1) Finished Goods Sold (in Units) 
(2) Add: Ending Inventory 

(3) Deduct: Beginning Inventory 
(4) Finished Goods Produced 


(5) Amount of Raw Materials Used 

(6) Add: Ending Inventory 

(7) Deduct: Beginning Inventory 

(8) Amount of Raw Materials Purchased 


(9) Amount of Raw Materials Used Per 
Unit of Finished Goods Produced 


(10) Amount of Raw Materials Used Per Unit of Finished Goods 


Produced x Actual Finished Goods Produced 


(11) Preceding Amount x Incremental Per-Unit 
Cost of Raw Materials 


(12) Cost of Total Amount of Raw Materials 
Purchased During Period 


(13) Per-Unit Cost of Raw Materials Purchases 


- (14) Per-Unit Cost of Raw Materials Purchases x Actual 


Amount of Raw Materials Purchased 


* Denotes the quantity variance. 
** Denotes the price variance. 
Worksheet Key: 
(b)=(a) x (d) 
(e)=(d) x (i) 
(f)=(c) x (g) 
(h)=(g)x (k) 


0=0/0 
(m)=() x @ 
(0)=(ny/k) 
(p)=(0) x &) 


goods [Row (2)]. Similarly, observe that 
an additional 26,250 units of raw materi- 
als were used during the period [Row 
(5)], that an additional 22,500 units of 
raw materials were purchased during the 
period [Row (8) ], and that this also left a 
deficiency in desired ending inventory— 
in this case, 3,750 units of raw materials 
[Row (6)]. Based on this information, 
the quantity variance is 0.25 unit of raw 
materials, unfavorable, per unit of fin- 
ished goods [Row (9)], and is 6,250 units 
of raw materials, unfavorable, for the 
total actual number of finished goods 
produced [Row (10)]. 

The incremental per unit cost of incur- 
ring a 6,250-unit quantity variance is 
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Estimated Actual Variance 

(a) (i) 

(b) G) 

(c) (k) 

(a) 0) 

(e) (m) 

Qv* 

(£) {n) 

(g) (0) 

(h) (p) py** 


determined in this example by assuming 
that 3,750 of these units must be replaced 
the following period in order to bring the 
raw materials ending inventory up to the 
desired ending balance of 15,000 units 
and that the remaining 2,500 units repre 

sent additional purchases of the current 
period necessitated by not meeting the 
quantity efficiency standard. The ex- 
pected replacement cost of raw materials 
is expected to rise to $1.20 per unit frum 
the actual current price of $1 per unit, 
and this yields a weighted-average incre- 
mental per-unit cost of $1.12 [((3,750/ 
6,250) x $1.20) + ((2,500/6,250) x $1)]. 
This figure is used to compute the dollar 
quantity variance of $7,000, unfavorable 
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FIGURE 3 


RAW MATERIALS BUDGET COMPARISON WORKSHEET 


(1) Finished Goods Sold (in Units) 
(2) Add: Ending Inventory 

(3) Deduct: Beginning Inventory 
(4) Finished Goods Produced 


(5} Amount of Raw Materials Used 

(6) Add: Ending Inventory 

(7) Deduct: Beginning Inventory 

(8) Amount of Raw Materials Purchased 


(9) Amount of Raw Materials Used Per 
Unit of Finished Goods Produced 


(10) Amount of Raw Materials Used Per Unit of Finished Goods 
Produced x Actual Finished Goods Produced 


(11) Preceding Amount x Incremental Per-Unit 
Cost of Raw Materials 


(12) Cost of Total Amount of Raw Materials 
Purchased During Period 


(13) Per-Unit Cost of Raw Materials Purchases 


(14) Per-Unit Cost of Raw Materials Purchases x Actual 
Amount of Raw Materials Purchased 
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* Denotes an unfavorable variance. 


[Row (11)]. A direct means of computing 
this variance is to multiply 3,750 units 
times $1.20 per unit and 2,500 units times 
$1 per unit, and then total. An interpreta- 
tion of the quantity variance would be as 
follows: If the firm had used raw ma- 
terials efficiently, cash payments of $4,500 
to replace 3,750 units of ending inventory 
and $2,500 to purchase an extra 2,500 
units of raw materials would both have 
been avoided. Note that if the estimated 
per-unit cost of raw materials purchased 
during the period (i.e., the standard price) 
had been used to compute the quantity 
variance, this figure would have been 
$5,938, unfavorable (6,250 x $.95), in- 
stead of $7,000, unfavorable. 


Estimated Actual Variance 
15,000 22,000 7,000 
7,000 §,000 2,000 
2,000 2,000 0 
20,000 25,000 5,000 
80,000 106,250 26,250 
15,000 11,250 3,750 
5,000 5,000 0 
90,000 112,500 22,500 
4.0 4.25 0.25 U* 
100,000 106,250 6,250 U 
$112,000 $119,000 $7,000 U 
$ 85,500 $112,500 $27,000 
$.95 $1.00 $.05 U 
$106,875 $112,500 $5,625 U 
SUMMARY 


This note offers the suggestion that 
both the variable cost quantity variance 
and price variance be stated in dollars of 
incremental cash flow. Although this 
development of the subject does not 
match common textbook treatment and 
is incompatible with a standard cost 
accounting system, exploration of this 
approach to variance analysis may aid 
the instructor in presenting the topic by 
providing an interesting adjunct to the 
customary classroom discussion and, 
simultaneously, may aid the student in 
understanding the topic by providing 
(perhaps) a more solid economic founda- 
tion. 
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Presenting Beta Risk to Students 
| Ann B. Pushkin 


ABSTRACT: Oftentimes statistical sampling techniques are confusing to students. Con- 
tributing to this confusion are different approaches taken for the same technique without 
any reconciliation of the approaches. Two seemingly different approaches taken to in- 
clude beta risk in the determination of sample sizes for variables sampling plans have been 
proposed in the accounting literature and in auditing texts. The purpose of this article 
is to prove mathematically the equivalency of these two approaches for controlling beta 
risk and to provide a derivation of the sample size formula using auditing terminology. 
The article concludes with a case suitable for classroom presentation. Such a demonstra- 
tion will aid accounting and auditing instructors in presenting a topic that is often con- 
fusing to students as well as promote increased understanding of beta risk and its control. 


N recent years, control of beta risk 
I has become a primary consideration 

in variables sampling plans for audit- 
ing purposes. Beta risk is the risk that an 
auditor will accept a materially misstated 
account balance as reasonably stated. 
Even with the prominence of beta risk in 
the accounting literature, it was pointed 
out by Boatsman and Crooch that to 
their knowledge “no undergraduate au- 
diting texts contain a discussion of how 
this risk might be controlled” [1975, p. 
610]. The following year, however, at 
least two auditing texts were published 
describing control of the beta risk. The 
sample size formulae designed to control 
beta risk in each text appears on the sur- 
face to be different from one another. In 
fact, each formula follows one of two 
approaches proposed previously in the 
accounting literature to control beta risk 
in substantive testing. The purpose of 
this article is to illustrate the equivalency 
of the two approaches for dealing with 
beta risk and to provide a derivation of 
the sample size formula using auditing 
terminology. Such a reconciliation and 
derivation should aid accounting and 
auditing instructors in presenting a topic 
that is often confusing to students as well 
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as promote increased understanding of 
beta risk and its control. 

First, the two sample size formulae are 
reviewed and a mathematical proof is 
offered to demonstrate the formulae 
equivalency. Then, a derivation of the 
sample size formula is provided and an 
illustrative case is presented. 


TRADITIONAL SAMPLE SIZE FORMULA 


The traditional sample size formula 
can be expressed as follows: 


= S,Zaj2\" 
wee 


n=sample size, 
S,=estimated standard deviation of 
population, 
24/2 = factor from the standard normal 
distribution for the desired alpha 
level of a 2-sided interval, 


(1) 


where: 
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A=amount of desired precision per 
unit. 


Traditionally, this formula does not con- 
sider beta risk. To control beta risk, how- 
ever, Hermanson et al. [pp. 224-225] ad- 
vocate defining precision for sample size 
purposes in the following manner: 


M 
A = —— (2) 
[a Lp 
Zan 





where: 


M =minimum amount considered ma- 
terial, 

Z,=factor from the standard normal 
distribution for the desired beta 
level. 


If M is set equal to the total amount con- 
sidered material for the population, then 
A will represent desired precision for the 
total population. Hermanson illustrates 
the computation of precision A using this 
procedure. However, precision A com- 
puted in this manner must be converted 
to a per-unit basis before using it in sam- 
ple size formula (1). Per-unit precision 
may also be determined directly from 
formula (2) simply by defining M equal to 
materiality on a per-unit basis rather than 
the total considered material for the 
population. For the remaining parts of 
this paper, symbol M should be inter- 
preted on a per-unit basis for materiality, 
and symbol A should represent the 
amount of desired precision for sample 
size computations. The definition of 
precision in formula (2) was first pre- 
sented by Elliott and Rogers [1972, p. 
48]. 
ALTERNATIVE SAMPLE SIZE FORMULA 


The .alternative sample size formula 
can be symbolized as follows: 


[SZ + Zo) š 
22] o 
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where: 


P=amount considered material per 
item. 


(The remaining notations are the same 
as previous formulae notations.) 

Robertson [1976, p. 370; 1979, p. 348] 
employs this formula to account for beta 
risk in sample size calculations, although 
his notation differs from that given in 
formula (3). Rather than use P for the 
amount considered material per item, 
Robertson uses (M/N) where M rep- 
resents the total amount considered 
material and N symbolizes the number of 
items in the population. 

Accounting for beta risk in a sample 
size formula using the type of structure 
found in formula (3) was first introduced 
in accounting literature by Boatsman and 
Crooch [1975]. Their notation differs 
since they use o rather than S,, for an esti- 
mate of the population standard devia- 
tion, and Z, instead of Z,,. for a 2-sided 
alpha interval [p. 612]. 


EQUIVALENCY OF SAMPLE SIZE FORMULAE 


The traditional sample size formula 
will be designated as n; while the remain- 
ing notation will be the same as that used 
when the formulae were initially pre- 
sented above. 


SZ Y 
n = ( Zun) (1) 


To remove the square from the term on 





the right: 
S,Z4 ; 
Ji = ar 
If: 
Á = _M (2) 
1+ Ze 
Zal2 


Then: 
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SZ 
Jn = me 
Z 
1+ —? 
Laj2 


Manipulating the variables: 





Z 
1+ L) 

H aul Zaz 
In a 


M 


Zg 
S,Zaj2 + SxZan \Za2 
ce” mans 


Jn, _ SZ + Zo) 
_ M 


Squaring both sides: 


Gear T 2) 
m=- M 


Since M in the preceding equation and P 
in formula (3) both equal the amount con- 
sidered material per item, n, can now be 
expressed as follows: 


[E F di 
al a 


As can be seen, this sample size formula is 
interchangeable with formula (3). There- 
fore, it has been mathematically demon- 
strated that the two sample size formulae 
designed to control beta risk are equiv- 
alent. 

When using formula (3), the denomina- 
tor is stated in terms of per-unit material- 
ity. In other words, the denominator in 
this formula should equal the amount by 
which the auditor would like to detect a 
material misstatement on a per-unit 
basis. Since the auditor wants to detect a 
misstatement by the amount of material- 
ity, such misstatement needs to be trans- 
lated into statistical terms. This transla- 
tion is carried out in the following section. 
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DERIVATION OF SAMPLE SIZE FORMULA 


The distance P in Figure 1 reflects the 

amount considered material. 
That is, if the true mean of the account 
balance were located at Q rather than at 
BV, the auditor would like to detect such 
misstatement. 

Assuming the average book value, BV, 
to be true, the distance between BVand X 
can be represented by Zaj2Glxf n, which ts 
the traditional plus-and-minus factor in 
computing confidence intervals where o 
represents the population standard devi- 
ation. Assuming the true population 
mean to be Q, the distance between X and 


O can be represented by Z soJan. There- 
fore, the distance P, materiality, can be 
expressed as follows: 


P = Zaa0//n + Zgo//n 
Multiplying through by ./n and dividing 
by P, the equation becomes: 


© Za + 256 
VS aaa 


Squaring both sides and structuring 
variables so that: 


n= É fn t di (4) 


Generally, the population standard de- 
viation, o, is unknown and an estimate 
must be used which can be symbolized by 
S, as shown in formula (3). Applying this 
formula in a practical situation is demon- 
strated in the next section. 


ILLUSTRATIVE CASE 
In this case, the auditor’s objective is 


to determine the reasonableness of the - 


inventory account balance. The auditor 
selects the mean-per-unit technique to 
carry out the substantive test because the 
individual book values are not available 
at the time of the audit. 

Assuming the recorded book value of 
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FIGURE | 
SAMPLING DISTRIBUTIONS FOR THE DERIVATION OF SAMPLE SIZE FORMULA 


a > O 
i P | 


BV 


Zandl /n 


BV = Average Book Value 
P= Amount considered material, per unií 


$625,000 is reasonably stated, the auditor 
is willing in the circumstances to accept a 
two-sided alpha risk of 5 percent. On the 
other hand, if the inventory account is 
overstated by more than $37,500, the 
auditor would like to be 90-percent 
confident that such a misstatement would 
be detected. In other words, the auditor is 
willing to assume a 10 percent beta risk. 
The following additional data are as- 
sumed: 


N=6,250 Number of inventory 
items; 
BV/N =$100 Average book value per 
unit; 

Za2 = 1.960 Factor from the normal 
table for a two-sided alpha risk 
of 5 percent; 

Z,= 1.282 Factor from the normal 
table for a one-sided beta risk 
of 10 percent; 

M=$6 Per-unit materiality which 


a Sere 


Zaj n 


is 6 percent of the $100 average 
book value. 


A preliminary sample of 50 units was 
randomly selected. After verifying the 50 
items, the estimated population standard 
deviation of $32 was calculated. The 
desired precision for sample size determi- 
nation using formula (2) is computed as 
follows: 

6 
A = l 1933 = 3.6274 (2) 
+ T9560 
Substituting this amount of desired preci- 
sion in formula (1), the sample size is de- 
termined as follows: 


_ 732(1.960) 2 _ 
‘ -| 3.6274 | Sige A 


Using sample size formula (3), the sample 
size can be calculated: 


Pushkin 


2 
oe Eo =] zO 


After randomly selecting the additional 
249 inventory items and verifying them, 
the auditor can perform the following 
statistical procedures. The mean and 
standard deviation of the sample are de- 
termined to be $95 and $35, respectively. 
The 95 percent confidence interval is 
computed using the following formula 
where y equals the sample mean. The re- 
maining notation is the same as previ- 
ously described. 


y a5 Laf2>x! V n 
With UCL and LCL representing the 
upper and lower confidence limits of the 


interval, respectively, the limits are calcu- 
lated as follows: 


UCL = 95. + 1.960(35/,/299) 


= 95, + 3.97 
= 98.97 
LCL = 95. — 1.960(35/./299) 
= 95, — 3.97 
= 91.03 


If the average $100 book balance falls 
within the interval, the inventory account 
balance would be accepted as reasonably 
stated. As shown here, however, the 
average inventory account balance falls 
outstide the confidence interval, indi- 
cating rejection of the inventory account 
balance as reasonably stated. The plight 
of the auditor, however, does not end at 
this point. The auditor must (1) apply 
additional auditing procedures to deter- 
mine why the account is materially mis- 
stated, or (2) resolve whether an alpha 
error has occurred. 
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Furthermore, the relationship between 
alpha and beta risk levels must be under- 
stood in order to evaluate within the same 
test the two different sampling risks and 
their effect on sample size. In the case 
discussed above, if the auditor increases 
the alpha level to 20 percent and de- 
creases beta to 24 percent, the SAME 
sample size of 299 units would be required 
to control these two sampling risks. Even 
though the materiality criterion is not 
changed, the auditor would reject a rea- 
sonably stated account balance more 
often and accept a materially misstated 
account less often than in the situation 
presented above. However, if the auditor 
determines that it is necessary in the 
circumstances to reduce the risk of reject- 
ing a reasonably stated book value and 
the risk of accepting a materially mis- 
stated account, both risk levels should be 
decreased, thereby increasing sample size. 
The converse is also true in that an in- 
crease in both sampling risks results in a 
smaller sample size. 


CONCLUSION 


Since the two sample size formulae 
designed to control beta risk in variables 
sampling plans as discussed in this paper 
are interchangeable, either technique 
may be used knowing that both produce 
equivalent sample size results. However, 
it appears that formula (3) has two ad- 
vantages that do not apply to formulae 
(1) and (2). First, formula (3) is less 
complex mathematically. Second, the 
student or auditor does not have to 
think about desired precision for sample 
size computation in terms of an adjust- 
ment, because the denominator is simply 
stated in terms of per-unit materiality. 
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Televised Accounting Instruction, 
Attitudes and Performance: 
A Field Experiment 


Doug Snowball and William A. Collins 


ABSTRACT: This paper describes a field experiment undertaken to assess effects of 
televised introductory accounting instruction. The semantic differential was employed 
in the measurement of students’ attitudes toward the accounting profession, accounting 
as a major, and the accounting lecturer. Attitudes and exam performance of students who 
received televised instruction were compared with those of students who received 
instruction by conventional methods. In both cases, instruction was provided within a 
large group context. No statistically significant differences were found in attitudes 
toward either majoring in accounting or the lecturer, nor was there a statistically sig- 
nificant difference in exam performance. However, significantly more favorable attitudes 
toward the accounting profession were associated with those who received televised 


instruction. 
DUCATORS, including those involved 
E in accounting education, respond 
to the subject of televised instruc- 

tion (TYI) with a variety of reactions. 
Especially striking are the tendencies for 
those involved in TVI to hold very posi- 
tive attitudes towards it and for those 
with no involvement to be skeptical (and 
occasionally hostile) to the medium 
[Guba and Snyder, 1964]. These differ- 
ences possibly reflect the limited amount 
of reliable information available con- 
cerning the consequences of TVI, other 
than the apparent monetary savings it 
offers.! Lengthy lists of potential ad- 
vantages and disadvantages associated 
with TVI have been compiled (e.g., 
Koehler [1964]; Herold [1976]). How- 
ever, most items on these lists can be 
interpreted as reflecting uncertainty con- 
cerning the impact of TVI upon either 
student attitudes or student performance. 
This paper describes a field experiment 
designed to provide more reliable infor- 
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mation on some consequences of TVI. It 
focuses directly upon the impact of 
accounting TVI versus conventional lec- 
tures on attitudes and performance of 
students in large classes. The specific 
attitudinal variables examined are atti- 
tudes toward three concepts: the ac- 
counting Profession, accounting as a 


1 Layard and Oatey [1973] have provided a cost 
analysis that points to significant cost savings (within 
the U. K. context} from TVI. Koehler [1974] has indi- 
cated that cost savings also arise from use of the medium 
in the U. S, 
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major, and the accounting lecturer. The 
performance variables include perfor- 
mance both throughout the course and 
on the final examination. 

Related prior research and the hy- 
potheses to be tested are discussed 
separately for student attitudes and for 
performance. Next, the experimental pro- 
cedures and results are presented. Limita- 
tions of the study are then identified prior 
to presentation of the conclusions drawn 
from the results. 


THE EFFECT OF TVI UPON STUDENT 
ATTITUDES 


Prior Research—Student Attitudes 


Most studies of the impact of TVI upon 
student attitudes have been conducted in 
the context of nonaccounting academic 
courses and, almost exclusively, have 
focused upon student attitudes toward 
the courses themselves. The justification 
for this research lies not in the relation- 
ship between attitudes and learning (a 
relationship generally found to be low), 
but rather in evidence that positive atti- 
tudes toward a course are related to in- 
terest in further learning [McKeachie, 
1963, pp. 1124-1125]. Conflicting results 
have been reported; indeed, even re- 
viewers of research in the area disagree 
in their conclusions.” Student attitudes 
relating to accounting TVI have received 
little attention. Woolsey [1957] com- 
mented that TVI seemed to be generally 
accepted by students; Koehler [1974] 
expressed the opinion that television 
classes would be less preferred only where 
conventional instruction in small classes 
was the alternative. Collins and Snowbail 
[1976] reported that relatively less favor- 
able instructor evaluations were associ- 
ated with TVI, but acknowledged the 
existence of methodological weaknesses 
in their study. Prior research clearly fails 
to provide satisfactory. evidence on the 
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attitudinal effects of accounting TVI. 
The Present Study—Student Attitudes 


In seeking to provide such evidence, 
the present study focused on student 
attitudes other than those concerning 
TVI itself or the accounting course in 
which it is used. This reflected concern 
over possible “Hawthorne effects” and 
an interest in consequences of TVI 
beyond a particular accounting course. 
The study, for reasons discussed in the 
following paragraphs, was concerned 
with attitudes toward accounting as a 
profession and as an area of study, and 
toward the accounting lecturer. 

The greatest use of TVI in accounting 
is likely to be at the introductory level. 
For students, these courses typically 
represent their first, and perhaps only, ex- 
posure to accounting. To sustain or 
instill student interest in accounting, as an 
area of study and as a career, is an impor- 
tant mission of these courses; however, 
this mission generally has been ignored 
in evaluating methods of accounting 
instruction (an exception is the study by 
Gosman, [1973]). In the case of TVI, a 
valid concern is that the medium (through 
its impersonality and other features) may 
reinforce or introduce unattractive im- 
ages of the accounting profession and its 
members. If this occurs, TVI may hinder 
efforts to attract talented individuals to 
accounting programs and to the profes- 
sion. Undesirable effects upon students 
pursuing academic interests and careers 
other than in accounting also may follow. 
These students subsequently may be less 
willing or able to evaluate impartially the 


2 McKeachie [1963] has argued that, compared to 
classes taught by conventional methods, classes taught 
by TVI have been associated consistently with less 
favorable attitudes. On the other hand, the analytical 
review by Dubin and Hedley [1969] led to the conclusion 
that students prefer TVI to conventional instruction in 
large-group settings but not to conventional teaching in 
small groups. 
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role and performance of the profession. 
The choice of attitudes toward the ac- 
counting profession and toward an ac- 
counting major as dependent variables of 
the study follows from these concerns. 

The choice of attitude toward the 
accounting lecturer as a dependent vari- 
able reflects the importance of student 
inputs to evaluations of faculty teaching 
performance [Tennant and Lawrence, 
1975]. Educators have a tendency to 
perceive innovations such as TVI as a 
threat [Tobias, 1966]. Accordingly, 
effects upon evaluations of teachers are 
likely to have a significant influence upon 
the extent to which faculty accept and 
utilize the medium. 


Hypothesis—Student Attitudes 


Prior research provides limited guid- 
ance for prediction of TVI’s impact upon 
the set of attitudes identified above. 
Given the context within which the 
present study took place and the prior 
research (albeit somewhat contradic- 
tory), it was hypothesized that: 


Attitudes toward a phenomen (k) of stu- 
dents who receive introductory accounting 
instruction in large classes are not affected by 
the means of instruction (TVI or conven- 
tional). 

Phenomenon k is considered to take three 
different states: the accounting profession, an 
accounting major and the accounting lec- 
turer. 


Measurement of Attitudes— 
The Semantic Differential 


The tentative nature of the expecta- 
tions described above reflects the state 
of the art in the area of research on TVI, 
in particular the past use of attitudinal 
measures of questionable validity. In the 
present study, the semantic differential 
(SD) [Osgood et al., 1957] was employed 
to provide more valid measures of the set 
of attitudes examined. The semantic 
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differential technique involves the use of 
bipolar adjectives to determine the per- 
ception of meaning that an individual 
associates with a concept. Though used 
sparingly in accounting contexts, the SD 
technique has been applied in assessing 
attitudes toward innovations in account- 
ing education [Berry, 1974; Rayburn 
and Bonfield, 1978]. 

The present study focused upon the 
evaluative meaning which students attach 
to the concepts “accounting lecturer,” 
“accounting major’ and “accounting 
profession.” Evaluation is one of the 
three classic SD factors (the others being 
potency and activity) that together usu- 
ally account for 50 percent or more of the 
total variance. Though the bipolar ad- 
jective scales of the SD exhibit stability 
across a variety of subjects, some insta- 
bility across concepts may exist; this is 
evident in research relating to educa- 
tional concepts by both Kane [1969] and 
Ohnmacht [1966]. The evaluation factor, 
however, has emerged consistently as the 
major dimension of meaning of educa- 
tional concepts and typically is the most 
clearly delineated factor [Ohnmacht, 
1966].* These observations underlie the 
decision to focus only upon the evalua- 
tion factor; the choice also was consistent 
with the primary purposes of the study 
and with the desire to minimize the time 
required to complete questionnaires. 

The bipolar adjectives used in the 


3 A number of studies by non-accounting researchers 
have used the SD in assessing the meaning individuals 
attach to educational concepts (eg., Kane, [1969]; 
Cassel, [1970]; McCallon and Brown, [1971]; Wittrock 
et al., [1967]. The SD also has been used in evaluations 
of the effectiveness of education techniques (e.g., Young, 
[1974]; Piper and Butts, [1976]. The instrument has met 
with widespread approval from those who have used 
and evaluated it [McDowell, 1975]. 

* Ohnmacht [1966] reported that the general evalua- 
tion factor accounted for twice as much variance as any 
other factor; interestingly, his study concerned the mean- 
ing attached to the concept “televised instruction.” 
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present study were beneficial-harmful, 
wise-foolish, active-passive, good-bad, 
healthy-sick, graceful-awkward, and 
positive-negative. These are adjectives 
that have shown consistently high load- 
ings on the evaluation factor in past 
studies, particularly in studies concerned 
with educational concepts. In common 
with most other studies involving the use 
of the SD technique, seven-point scales 
were used. 


THE EFFECT OF TVI UPON 
STUDENT PERFORMANCE 


Prior Research—Student Performance 


Studies of the effectiveness of television 
versus conventional instruction in sub- 
jects other than accounting number 
several hundred. Again, however, con- 
flicting conclusions have been reached 
from the mass of evidence represented by 
these studies.” In studies of TVI’s effects 
in accounting education [Woolsey, 1957; 
de Reyna, 1959; Doney and Neumann, 
1965; Ruswinckel, 1967; Collins and 
Snowball, 1976] no significant differences 
in performance under conventional in- 
struction and TVI are apparent, yet con- 
ventional groups fared mildly better in 
each study. 


Hypothesis—Student Performance 


The present study included considera- 
tion of performance effects because of the 
importance and the unresolved nature of 
the issue. Neither the non-accounting nor 
the prior accounting research justifies 
firm expectations concerning perfor- 
mance effects of TVI. Consensus among 
the non-accounting researchers does not 
exist ; the majority of the non-accounting 
studies have lacked rigor, and their 
generalizability to accounting contexts is 
limited. The accounting studies are 
united in their findings, but the research- 
ers themselves have pointed to serious 
weaknesses (such as possible confound- 
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ing effects of selection bias and subject 
mortality) in the methodologies used. 
On the basis of the somewhat unsatis- 
factory evidence provided by prior re- 
search, it was hypothesized that: 


Performance of students who receive in- 
troductory accounting instruction in large 
classes is not affected by the means of instruc- 
tion (TVI or conventional). 


THE FIELD EXPERIMENT 
The Context 


The introductory accounting course at 
a large state university provided the 
setting for the study. In this course, 
material is presented in both lectures 
(two 50-minute lectures per week by a 
faculty member) and in discussion groups 
(three 50-minute meetings per week led 
by a doctoral student). In most quarters, 
the lectures are presented both conven- 
tionally and via television. 

Several aspects of the course render it 
especially appropriate for the study un- 
dertaken. First, TVI probably holds most 
appeal at the introductory level because 
of the large number of students involved. 
Second, the course has no obviously 
unique features other than the use of the 
television medium. The presence of both 
accounting and non-accounting students 
and the combination of lectures and dis- 
cussion groups are common characteris- 
tics of introductory accounting courses 
[Patten and Bachman, 1972]. Third, the 


novelty aspect of TVI should have little 


5 McKeachie [1963] has asserted that the consistency 
with which past results favor conventional instruction 
over TVI is unusual for educational research, yet re- 
views by both Dubin and Hedley [1969] and Chu and 
Schramm [1967] concluded that learning under TVI 
does not differ from that achieved under conventional 
lecture instruction. 

6 The percentage of studies that were rigorous enough 
to justify confidence in their conclusions has been put at 
less than ten percent. Both Ksobiech [1976] and 
Campeau [1974] have addressed the lack of rigor of 
studies in the area. 
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impact in this setting. TVI had been used 
in this course for a year prior to the study 
and had been used in several other busi- 
ness courses since 1974. 


The Design 


In terms of attitudinal aspects of the 
study, the design resembles the Solomon 
Four-group, before-after design [Solo- 
mon, 1949], which is held in high esteem 
by most researchers (e.g., Kerlinger 
[1973]; Campbell [1957]; Campbell and 
Stanley [1966]). A feature of the design 
is that it controls for contaminating 
effects of pre-testing upon responses to 
experimental treatments. The present 
study departed from the Solomon design 
in that subjects were not assigned ran- 
domly to treatments. Figure 1 (adapted 
from Kerlinger, [1973, p. 339]) shows the 
design employed: Y, refers to the mea- 
sures of the dependent variables (atti- 
tudes) prior to the treatments; X to 
televised lectures; ~ X to conventional 
lectures; and Y, refers to the post- 
measures of the dependent variables. 
Given the introductory nature of the 
course, no pre-measures directly related 
to the performance variable were at- 
tempted, and thus the design for the 
performance aspect represents a Static- 
group comparison [Campbell and Stan- 
ley, 1966]. 


FIGURE | 
EXPERIMENTAL DESIGN FOR THE STUDY 
OF STUDENT ATTITUDES 
Y, X Y{Experimental) 
Y, ~X ¥(Control) 
X Y (Control) 
~X ¥(Contro) 


Subjects 


The students enrolled in the course 
were predominantly male (74.5 percent), 
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“and predominantly sophomores (47.5 


percent) or juniors (28.4 percent). Most 
(66.2 percent) had yet to declare their 
study major, 16.3 percent were registered 
in the College of Arts and Sciences, and 
9.4 percent were in the College of Busi- 
ness Administration. A survey in an 
earlier quarter had indicated that 28 per- 
cent of the students began the course with 
the intention of becoming accounting 
majors. The cell sizes for the attitudinal 
aspect of the study are shown in Table 1.7 
For the performance aspect, the exami- 
nation scores of 160 students.in the con- 
ventional lecture section were compared 
to the scores of 137 students in the TVI 
lecture section.® 

The inability to assign subjects ran- 
domly to treatments raises the possibility 
that results may be affected by a selection 
bias. Furthermore, the overall drop rate 
for the course was 21 percent (19.8 
percent in the TVI lecture section; 23.3 
percent in the conventional lecture sec- 
tion), and, though the drop rate is con- 
sidered normal for the course, this raises 
the possibility of a mortality bias.? To 
assess the possibility of a significant 
selection bias or mortality bias, a number 
of comparisons between subjects were 
made. These were: 


a. A comparison (based on sex, col- 
lege, and year in college) between 
those students who initially regis- 
tered for conventional lectures and 


? The post-test was administered to 383 students who 
sat for the final examination. Thirty-nine students 
chose not to complete the questionnaire, and the re- 
sponses of 12 students were excluded from the analysis 
because of missing data. 

8 The subjects were limited to those students for whom 
a grade-point average (GPA) was available. 

? It will be noted that 70 of the 196 subjects in the pre- 
test groups did not complete the course. The mortality 
rate of 35.7 percent (38.2 percent in the TVI lecture sec- 
tion; 32.6 percent in the conventional lecture section) is 
inflated by those students who completed the pre-test 
questionnaire but were never enrolled officially in the 
course. 
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TABLE 1 
CELL SIZES FOR TESTING OF STUDENT ATTITUDES 


Pre-test 


110 Televised Lectures 
86 Conventional Lectures 
Televised Lectures 

Conventional Lectures 


196 


those who initially registered in the 
TVI lecture section. 

b. A comparison (based on the same 
variables as (a) above) between 
those students who were adminis- 
tered the pre-test questionnaire and 
the remaining students initially 
registered in the course. 

c. A comparison (based on sex, col- 
lege, year in college, GPA, initial 
strength of interest in becoming an 
accounting major, and on the three 
attitudinal variables) between pre- 
test group subjects in the conven- 
tional lecture section and pre-test 
group subjects in the TVI section. 

d. A comparison (based on the same 
variables as (c) and for subjects in 
pre-test groups only) of those stu- 
dents who failed to complete the 
course in the conventional lecture 
section and their counterparts in 
the TVI section. 

e. A comparison (based on sex, col- 
lege, year in college, and GPA) be- 
tween the pre-test group subjects 
who completed the course and the 
remaining subjects who completed 
the course. 

f, A comparison (based on the same 
variables as (e)) between subjects 
completing the course in the TVI 
section and those completing the 
course in the conventional section. 


The comparisons are summarized in 


Post-test 


68 (Experimental group) 
58 (Control group) 
81 (Control group) 

i125 (Control group) 


ee 
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Appendix A.1° The various groups ap- 
pear to be well-matched with respect to 
the demographic variables. Furthermore, 
the comparisons on those variables that 
seem most critical to the study (the three 
attitudinal variables, strength of initial 
intention to become an accounting major, 
and GPA) do not point to serious biases 
attributable to subject selection or mor- 
tality. The only difference approaching 
accepted levels of statistical significance 
concerns the GPAs of the initial members 
of the two pre-test groups. ++ 


Procedures 


Students who registered in the TVI 
lecture section also were registered in one 
of six discussion groups; five discussion 
groups supported the conventional lec- 
ture presentations. Discussion groups 
were all of similar size (approximately 45 
students). During the first week of the 
quarter, a questionnaire was adminis- 
tered by faculty members not affiliated 
with the course to three of the TVI section 
discussion groups and two of the con- 


10 The data relating to sex. college, and year in college 
were available from the class rolls; the remaining mea- 
sures were obtained from the pre- and post-test ques- 
tionnaires. 

11 Note that this comparison relates only to the atti- 
tudinal aspect of the study and that no differences be- 
tween the pre-test groups were found with respect to the 
three attitudinal variables. Furthermore, subsequent 
discussion and footnote 14 will indicate that GPA was 
used as a covariate in analyzing both the attitudinal and 
performance measures, 
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ventional section discussion groups. The 
questionnaire was designed primarily to 
provide pre-measures of the three atti- 
tudinal variables and the subjects’ inten- 
tions to become accounting majors. 

The conventional lecture section met 
twice weekly at 2:30 p.m. The lecture 
was recorded and replayed to the TVI 
group in the period immediately follow- 
ing. The conventional and the TV lec- 
tures were presented in the same room. 
Each lecture also was available to all 
students for individual viewing at the 
Media Center located within the College 
of Business Administration. Therefore, 
students (especially those in the conven- 
tional section) could and did view certain 
lectures live and others on TV. Informal 
switching between the two lecture groups 
could not be prevented but was dis- 
couraged. During the quarter, three 90- 
minute common examinations were given 
in the evening, and one 120-minute com- 
mon final examination was given during 
finals week. The first three examinations 
included essay questions, problems, and 
multiple-choice questions. The examina- 
tions were graded by the discussion 
leaders, utilizing a grading guide pro- 
vided by the lecturer. To further minimize 
bias, each discussion leader was responsi- 
ble for grading the responses of all 
students to particular examination ques- 
tions, as opposed to grading only the 
examination responses of his or her dis- 
cussion secton. The final examination 
consisted of multiple-choice questions 
only. 

The post-test questionnaire was ad- 
ministered immediately prior to the 
final examination. It was administered 
by a faculty member not affiliated with 
the course, and students were assured 
that they would have the full time allo- 
cated for the final examination. As part 
of the questionnaire, the students were 
asked to estimate how many live lectures 
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they attended, how many lectures were 


viewed at the TV lecture section, and how 
many were viewed at the Media Center. 
All students were classified as to the type 
of lecture presentation through which 
they had received the majority of the 
lectures. +? 


RESULTS 
Results—Student Attitudes 


The null hypothesis tested for each of: 


the attitudinal variables was that the 
attitude would not vary according to the 
method of lecture presentation (TVI 
versus conventional instruction). The 
mean scores, by method of presentation, 
are shown in Table 2. A lower mean 
represents a more favorable response. 
Accordingly, the mean response of the 
TVI group was more favorable for all 
three dependent variables. 


TABLE 2 


MEAN Scores ON ATTITUDINAL MEASURES 
By METHOD OF PRESENTATION 
(based on post-test measures for all groups) 











Method of Presentation 
Conventional VI 
(#=183) — (n= 149) 
Accounting Major 2.9006 2.7088 
Accounting Lecturer 2.3152 2.2755 
Accounting Profession 2.6513 2.4113 





12 For both the pre-test and the post-test question- 
naires, the same set of bipolar adjectives was presented 
for each of the three attitudinal variables. Because in- 
terest lay only in differences between treatments, the 
order of presentation of adjectives was not varied. Re- 
versals of adjectives (e.g., beneficial-harmful to harmful- 
beneficial), however, were used to counteract response 
bias tendencies. When semantic differential scores were 
computed, all bipolar adjective scales were adjusted to 
conform to a seven-point scale where one was the most 
favorable and seven was the least favorable. A mean re- 
sponse then was calculated for each student’s response 
to each of the three variables. The pre-test measure of 
initial intention to become an accounting major was 
based on a five-point Likert-type scale. 

13 This resulted in a reclassification of 20 students 
from TVI to conventional and two from conventional 
to TVI. 
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TABLE 3 
RESULTS OF ANALYSIS OF VARIANCE FOR ATTITUDINAL MEASURES 
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Accounting Major 
Source F Value Prob. F 
Method of Presentation 1.355 25 
Testing 3.95 05 
Method of Presentation x Testing 0.70 40 


The null hypothesis for each attitudinal 
variable was tested by a two-way 
ANOVA.'* The two factors were method 
of presentation and testing (pre-test 
versus no pre-test). Table 3 summarizes 
the results of the three analyses. The main 
effects of the method of presentation 
were not significant for either accounting 
major or accounting lecturer. However, 
the method of presentation did have 
a statistically significant (p=.06) main 
effect upon attitudes toward the account- 
ing profession. Significant effects of pre- 
testing are indicated for accounting ma- 
jor (p=.05) and accounting profession 
(p=.05); an interaction effect of method 
of presentation and testing was signifi- 
cant at p=.08 for attitudes toward the 
accounting lecturer. 


Results—Student Performance 


Two measures of performance were 
utilized—total performance in the course 
and performance on the multiple-choice 
final examination. Since there were no 
make-up examinations, the former mea- 
sure was based on the ratio of points 
received to the total points available on 
completed examinations.” Mean scores 
for total performance were 62.4 percent 
for the 160 students from the conven- 
tional section, and 61.7 percent for the 
137 students from the TVI group.'® The 
conventional section also had a slightly 
higher mean score (57 percent) on the 


Attitude 
Accounting Lecturer Accounting Profession 
F Value Prob. F F Value Prob. F 
.02 89 3.45 06 
1.87 17 3.97 05 
3.13 .08 1.40 24 


final examination than had the TVI 
group (56.2 percent). 

GPA was determined to be correlated 
highly with both measures of perfor- 
mance, Accordingly, an analysis of co- 
variance with GPA as the covariant was 
used in the test of the null hypothesis that 
there was no difference in performance 
between the two groups studied.!’ The 
probability of the F-value (.42) obtained 
for total performance is .52; the proba- 
bility of the F-value (.21) for the final 
examination is .68. Accordingly, the 
analysis of covariance provided no basis 
for the rejection of the null hypothesis. 


14 The GLM procedure of the SAS program was 
utilized to conduct the analysis of variance. Because of 
the unequal cell sizes, the results were based on the 
partial sum of the squares (Type IV). MANOVA 
analysis, incorporating the three dependent variables 
simultaneously, produced results consistent with those 
of the two-way ANOVA. Additional analysis also in- 
corporated the effects of discussion leader and sex as 
classes and GPA as a covariate. None of these variables 
had a statistically significant impact upon attitude 
scores nor does their inclusion have any significant 
effect upon the findings presented in Table 3. 

15 Five students missed the first examination, 14 
students missed the second examination and 22 missed 
the third. No student completing the course missed more 
than one examination. 

16 As previously indicated, this analysis was confined 
to the 297 students for whom a GPA score was available. 
However, a t-test indicated no statistically significant 
effect of the treatment variable upon the performance of 
the remaining 86 subjects. 

17 When included in the analysis, the effects of a num- 
ber of other variables including pre-testing, sex, and 
discussion leader were found not to be significant. 
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LIMITATIONS 

Some sacrifices in control are inevit- 
able when issues are examined in the field 
as opposed to the laboratory. This ap- 
plies to the present case where both 
educational and research objectives had 
to be considered. Because students were 
not assigned randomly to the two lecture 
groups, the possibility of selection bias is 
raised. The procedures employed in the 
present study give rise to some confidence 
that the results were not biased but can- 
not dispel the doubt entirely. Several 
reasons underlie the absence of randomi- 
zation: randomization would have re- 
moved the students’ freedom of choice; 
it would have raised serious administra- 
tive problems, and, most importantly, it 
may itself have introduced bias (through 
negative student reactions to the process). 

The results are not generalizable be- 
yond the specific environment of the 
study. In particular, only one lecturer 
was involved in the study, and generaliza- 
tions to other lecturers would be highly 
inappropriate. [t should be stressed that 
the study did not represent a comparison 
of conventional instruction with “pure” 
TVI.'® Students in both the TVI and 
conventional groups received live instruc- 
tion at their discussion group meetings. 
TVI courses operating under a set of 
arrangements whereby there are no per- 
sonal contacts between students and 
instructors may produce different out- 
comes. 

Still other aspects of the conduct of the 
course relate to the question of the purity 
of the conventional-TVI comparison. 
The conventional group could view the 
televised lectures in two ways: by watch- 
ing the television monitors during lecture 
sessions or by subsequently visiting the 
Media Center. Although these aspects 
were not desirable from other than an 
educational standpoint, any bias that 
they introduce would appear to favor the 
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conventional lectures. Finally, the lec- 
turer’s practice of being present for 
questions from students at the end of the 
TV presentations may not be followed by 
other faculty involved in TVI. 


CONCLUSIONS 


Subject to the possible limitations 
above, the outcomes of the study appear 
generally supportive of the use of tele- 
vision in introductory accounting courses 
where the alternative is conventional 
lectures to large groups. The results 
indicate that students who received tele- 
vised instruction left the course with at 
least equally favorable attitudes toward 
an accounting major as those who at- 
tended conventional lectures; their atti- 
tudes to the instructor were also as favor- 
able as those of the conventional group.!? 
The significantly more favorable attitude 
to the accounting profession of the TVI 
group was not expected. It may suggest 
that it is the innovative rather than the 
impersonal aspects of TVI that are associ- 
ated with changes in attitudes to the - 
profession. Again, this may not be the 
case where courses offer no personal 
contact between instructors and students. 

The performance effects of televised 
versus conventional lectures in the pres- 
ent study provided confirmation of the 
results of the prior accounting research. 
It appears that significantly inferior stu- 
dent performance will not result from 
the introduction of TVI. Together with 
the attitudinal results, this finding is 
consistent with the view that TVI can 
play an important role in accounting 


18 The comments that follow are in addition to those 
already made with respect to informal switching between 
lecture groups. 

19 Note that this latter finding is contrary to that of 
Collins and Snowball [1976]. Although it may be argued 
that the difference reflects differences in instructors’ 
skills and attributes, a more appealing explanation lies 
in the methodological deficiencies of the earlier study. 
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education. Firmer conclusions, however, __ eralizability of the results of this study to 
must await additional research; a par- other accounting lecturers. 
ticular research need relates to the gen- 


APPENDIX A 
COMPARISONS FOR ASSESSMENT OF SELECTION AND MORTALITY BIASES 


(a) (b) (c) (d) {e) 







Initial Initial Initial Pre- Pre-test Group | Subjects Com- Subjects Com» 
Registrants— Registrants— test Group— Withdrawals—— | pleting Course— | pleting Course- 
Conv. v. TVI Pre v, No Pre Conv. v. TVI Conv. o. TVE Pre v. No Pre Conv. v. TVI 


1. SEX: 





Percentages of Males 73.8 75.5 75.9 73.7 75.6 76.1 82.7 70.7 75.0 75.5 75.2 75.7 

Percentages of Females 26.2 24.5 24.1 26.3 24.4 23.9 17.3 23.3 24.0 24.5 24.8 24.3 
2. COLLEGE: 

University Coll. 

(undeclared major) 105 90 

Arts and Sciences 27 22 

Business Administration 29: 20 

Other 23 18 
3. YEAR IN COLLEGE: 

Freshman 8 15 

Sophomore 81 56 

Junior 62 53 

Senior 27 20 

Other 6 6 
4. GRADE-POINT AVERAGE: 2.81 2.65 2.74 2.55 2.78 2.81 2.81 2.77 


NS at p <.08 NS at p <.29 NS at p <.54 NS at p<.59 





5. PRE-TEST MEASURE OF INITIAL INTENT 
TO BECOME AN ACC. MAJOR NS at p <.40 NS at p <.53 





6. PRE-TEST MEASURE (SEMANTIC DIFFERENTIAL) 
OF ATTITUDES :* 


Accounting Profession NS at p <.86 NS at p <.64 
Accounting Major NS at p<.71 NS at p <.80 
Accounting Lecturer NS at p <.33 NS at p <.64 





* The responses of 4 subjects were omitted from the analysis due to missing data. 





Pre = Pre-test 
NS =Not Significant 
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Standards for Programs and Schools of 
Professional Accounting: Accounting 
Group Perceptions 


J. David Spiceland, Vincent C. Brenner and Bart P. Hartman 


ABSTRACT: The AICPA’s Board on Standards for Programs and Schools of Profes- 
sional Accounting has proposed a set of standards for professional programs in account- 
ing. Accounting groups potentially affected by the report were surveyed to determine 
the degree of support for the standards and the extent of concurrence among the various 
groups. Responses from accounting academicians, practicing certified public accoun- 
tants, industrial accountants, and large firm controllers indicated some areas of sub- 
stantial disagreement with the proposed standards. Furthermore, the results revealed 
an apparent lack of uniformity in concurrence among the various groups. 


HE AICPA’s Board on Standards 

for Programs and Schools of Profes- 

sional Accounting issued its Final 
Report in June, 1977. The charge of the 
Board was to 


... identify those standards that, when satis- 
fied by a school, would justify its recognition 
by the accounting profession. Particularly, 
attention should be given to the criteria for 
the school’s curriculum which would be ap- 
propriate for a professional program in ac- 
counting [AICPA, 1977, p. 1}. 


The objective of the Board in establishing 
the standards was to set a level of quality 
for accounting programs that would 
provide a graduate with “a capacity for 
growth and development within the 
accounting profession” [1977, p. 2]. The 
Board perceived that there is a variety of 
career paths in the accounting profession, 
not just public accounting. Accordingly, 
a professional accounting program 
should be structured to meet the educa- 
tion requirements of each career path. 
The report sets forth conditions for an 
academic environment, standards for 
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professional accounting education, and 
standards of performance for graduates. 
The Board states that professional pro- 
grams “must have high academic stan- 
dards and appropriate teaching meth- 
ods” [1977, p. 3], and that the programs 
should have separate identity and au- 
tonomy sufficient to meet the proposed 
standards. The report sets forth standards 
for professional accounting education in 
seven areas: (1) general standards, (2) 
admission and retention standards, (3) 
curriculum standards, (4) faculty stan- 
dards, (5) financial support and budget 
standards, (6) physical plant and equip- 
ment standards, and (7) library and 
computer standards. 

Many accountants outside public ac- 
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counting have been concerned that pro- 
fessional accounting programs will be 
tailored toward public accounting and 
will have little to offer those students who 
choose another career path. Conse- 
quently, some have expressed negative 
attitudes toward professional programs 
and the AICPA’s establishment of stan- 
dards for such programs. 

If these standards are to be used to 
evaluate or accredit professional ac- 
counting programs intended to prepare 
students for a variety of career paths, it 
would seem desirable that practicing 
accountants in each of these various areas 
support the standards. The objective of 
this study was to determine the degree of 
support that exists among accounting 
academicians, practicing certified public 
accountants, industrial accountants, and 
controllers of large firms. 


RESEARCH METHODOLOGY 


Research data were acquired through 
a mail questionnaire to random samples 
of 200 accounting academicians of 
AACSB-accredited schools, 150 prac- 
ticing members of the AICPA, 200 prac- 
ticing industrial accountants at the local 
and regional level, and 250 controllers of 
the 500 largest industrial corporations. 
The choice of populations was intended 
to provide input from the three areas of 
accounting most affected by the proposed 
standards—academia, public account- 
ing, and industrial accounting. Since 
industrial accountants at the local and 
regional level and controllers of the 
largest national and multinational firms 
might represent distinct interest groups 
with respect to the perceived effect of the 
proposed standards, samples were taken 
from each group. 

The questionnaire solicited responses 
concerning a variety of issues discussed 
in the standards as set forth in the Board’s 
report. The usable response rates for the 
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research were as follows: accounting 
academicians, 48 percent (96 observa- 
tions); certified public accountants, 37 
percent (55 observations); industrial ac- 
countants, 46 percent (91 observations) ; 
and controllers, 47 percent (117 observa- 
tions). : 

Responses were used to determine the 
extent to which the sample groups concur 
with the proposed standards. In addition, 
the extent of agreement was compared 
across groups by using Analysis of Vari- 
ance (ANOVA) and/or the Chi-Square 
(x?) test. The ANOVA analysis was used 
in cases where responses were quantifi- 
able. The Chi-Square test was also em- 
ployed in these cases, because under a 
strict interpretation of the assumptions 
of the parametric ANOVA test, it could 
be argued that perception can be mea- 
sured only on an ordinal scale. Further, 
when the ANOVA test was employed, 
the Scheffee method of Least Significant 
Differences was used to determine homo- 
geneous subsets of group responses 
[Neter and Wasserman, 1974 pp. 477- 
480]. A homogeneous subset consists of 
groups whose mean responses concerning 
a particular standard are not significantly 
different. 


ANALYSIS OF RESULTS 


The first question of the survey instru- 
ment sought the respondents’ attitudes 
concerning the degree of autonomy 
necessary in the following areas: faculty 
matters, curriculum, instruction meth- 
ods, establishment of academic stan- 
dards, and in budget matters. Percep- 
tions of the importance of autonomy 
were measured on a scale from 1 to 4, 
with 4 indicating that autonomy is essen- 
tial, 3 representing important, 2 repre- 
senting unimportant, and 1 indicating 
that autonomy is undesirable. Responses 
to this question are’ summarized in Table 
1. The responses indicate substantial 
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TABLE ] 
IMPORTANCE OF ACCOUNTING PROGRAM AUTONOMY---MEAN RESPONSES 


Mean Responses (4.00 = essential) 


D Ø (3) Q 
Accounting Industrial y?- Anova Homogeneous 
Academicians CPAs Accountants Controllers Prob. F-Prob. Subsets** 

1. Faculty selection, reten- 

tion, compensation, pro- 

motion, and tenure 3.07 ` 3.24 3.08 2.98 563 301 — 
2. Development of policies 

governing curriculum 3.25 3.27 3.23 3.08 432 353 — 
3. Selection of methods 

of instruction 3.23 3.05 3.16 2.98 112 122 — 
4. Establishment of academic 

standards for admission, 

retention, advancement, 

and graduation 3.09 3.13 3.00 2.87 508 194 — 
5. All budget matters 2.88 2.56 2.61 2.42 .001* .000* (4), (2), BY 

(2), (3), (1) 


* Hypothesis that group responses are the same is rejected at a= .05. 
** Subsets of groups whose highest and lowest means are not significantly different, a=.05. 


TABLE 2 
IMPORTANCE OF ADMISSION STANDARDS 


Mean Responses (4.00 = essential) 


(1) (2) 


Accounting 


(3) O 


industrial 5 


2 Anova Homogeneous 


Standard Academicians CPAs Accountants Controllers Prob. F-Prob.  Subsets** 
Grade Point Average 3.19 3.09 2.93 3.05 .004* .00* (3), (4), (2)/ 
(4), (2), CL) 
Admission Test 2.99 2.96 2.88 2.87 — 


036" —.34 


* Hypothesis that group responses are the same is rejected at «= .05. 
** Subsets of groups whose highest and lowest means are not significantly different, «= .05. 


agreement with the standard by all groups 
with respect to the first four areas. How- 
ever, concerning budget matters, while 
not indicating disagreement with the 
standard, responses are less supportive 
and less uniform. Academicians under- 
standably attach more importance to 
budgetary autonomy than do the other 
groups. 


Admission and Retention Standards 


The first admission standard indicates 
that students should show a high prob- 


ability of success in studying accounting. 
The Board stated that admission should 
be based on grades in courses taken be- 
fore entering the accounting program as 
well as scores on a suitable admission 
examinations. The results, summarized 
in Table 2, indicate substantial support 
for both admission criteria. While the 
means show slight but statistically signifi- 
cant disagreement across groups, the 
mean responses indicate that each group 
attaches importance to both standards. 
The second admission and retention 
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standard states that the students should 
be permitted to stay in the program only 
if satisfactory grades are maintained. 
Many believe that accounting students 
should be held to higher grade standards 
than their counterparts in other fields. 
Some accounting programs have adopted 
such standards. The respondents were 
asked whether accounting students 
should be required to maintain higher 
academic standards than students in 
other business disciplines. Among the 
respondents to this question, only ac- 
counting academicians were supportive 
of this standard (60 percent). The ma- 
jority of the other three groups believed 
that the accounting program’s grade 
requirements should be the same as other 
programs. 


Curriculum Standards 


Although the Board set forth four cur- 
riculum standards, the one which ap- 
pears to have been most discussed by 
educators and practicing accountants 
states that the curriculum should consist 
of at least two years of pre-professional 
training and not less than three years of 
professional-level study. Thus, the Board 
believes a minimum of five years is neces- 
cessary to prepare a professional accoun- 
tant. When asked if they agree with this 
standard, over 60 percent of both indus- 
trial accountants and controllers ex- 
pressed disagreement. On the other hand, 
over 60 percent of both educators and 
CPAs expressed agreement with the 
Board’s opinion. On the basis of the 
responses, it appears that there is sub- 
stantial disagreement among those in 
industry and those in public practice 
and academia regarding the required 
length of a professional program. This 
is potentially one of the primary areas 
disagreement which could hinder the 
establishment of uniformity in profes- 
sional programs of accounting. 
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Faculty Standards 


The first standard for accounting fac- 
ulty states: 


The faculty shall possess the educational 
qualifications, professional accounting ex- 
perience, professional interests, classroom 
teaching ability, and scholarly productivity 
essential for the successful conduct of a pro- 
fessional accounting school or program 
[AICPA, p. 9]. 


Professional Qualifications. The re- 
spondents were asked how important 
they thought various educational and 
experience backgrounds are for account- 
ing faculty. The results are summarized 
in Table 3. The most support appears to 
be for having at least a master’s degree 
and public accounting experience. Un- 
derstandably, industrial accountants and 
controllers indicate a high degree of 
importance for managerial accounting 
experience. Accounting academicians as 
a group attach greater importance to the 
doctoral degree than do the other re- 
spondent groups. The law degree and 
governmental accounting experience re- 
ceived uniformly lower scores by each 
group. 

Faculty Mix. In commenting on the 
standard the Board indicated that at least 
50 percent of the full-time-equivalent 
faculty should have a doctorate and 60 
percent of the full-time faculty should 
have a CPA certificate and relevant pro- 
fessional accounting experience. A set of 
questions was intended to directly de- 
termine the extent of agreement with the 
Board’s faculty standards concerning the 
percent of faculty that should have a 
doctorate, a CPA certificate, and pro- 
fessional experience. Responses to the 
first of these questions (Table 4), indi- 
cate some disagreement with the Boards 
guidelines. Although the Board indicated 
that at least 50 percent of the full-time- 
equivalent faculty should hold a doctor- 
ate, only the accounting academicians 
agreed. However, there appears to be 
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TABLE 3 
IMPORTANCE OF FACULTY BACKGROUNDS 


Mean Responses (4.00 = essential) 


(1) (2) (3) (4) 
Accounting Industrial x-  Anova Homogeneous 
Characteristic Academicians CPAs Accountants Controllers Prob. F-Prob. Subsets** 
I. Educational Background 
1. Master’s degree 3.65 3.25 3.34 3.51 014* .003* (2), (3), (4) 
. (4), (1) 
2. Completion of all 
requirements for 
doctorate except 
dissertation 2.94 2.53 2.55 2.55 001* .000* (2), (3), (4)/ 
(1 
3. Doctoral degree 2.94 2.56 2.45 2.57 .000* 000” (3), (2), 4)/ 
(1) 
4. Law degree for those 
in taxation 2.57 2.40 2.56 2.53 459 477 — 
ll. Experience Background 
1. Public Accounting 3.24 3.53 3.29 3.28 063 .022* (1), (4), GY 
(4), (3), 2) 
2. Managerial Accounting 2.93 2.76 3.20 3.15 .000* .000* (2), CYS), 
(3) 
3. Governmental 
Accounting 2.68 2.35 2.53 2.24 .000* .000* (4), (2)/(2), 
(3)/(3), (1) 
* Hypothesis that group responses are the same is rejected at a=.05. 
** Subsets of groups whose highest and lowest means are not significantly different, a=.05. 
TABLE 4 
MINIMUM PERCENT FULL-TIME OR FULL-TIME-EQUIVALENT FACULTY 
THAT SHOULD HAVE VARIOUS CREDENTIALS 
Mean Percentage Responses 
(7) (2) (3) (4) 
Accounting Industrial x°-  Anova Homogeneous 
Credentials Academicians CPAs Accountants Controllers Prob. F-Prob. | Subsets** 
Full-time Equivalent Faculty With: 
1. Doctorate 53.4 43.6 42.6 44.6 001* .000* (3), (2), 4)/ 
(1) 
2. CPA Certificate 62.3 64.5 58.6 59.8 334 .308 — 
Full-time Faculty With: 
1. CPA Certificate 60.7 63.7 56.7 58.5 214 218 — 
2. Experience in 
Accounting Practice 63.1 67.7 71.7 65.0 .007* .013* 1), (4), (2)/ 
(4), (2), (3) 


* Hypothesis that group responses are the same is rejected at a=.05. 
** Subsets of groups whose highest and lowest means are not significantly different, a= .05. 
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general agreement with the Board’s state- 
ment that 60 percent should be CPAs. 

The Board indicated that at least 60 
percent of full-time faculty should also 
have professional experience. Each of the 
respondent groups apparently concurs 
with this minimum, although no agree- 
ment is evident as to the optimal percent- 
age. On the basis of these responses, it 
appears that those surveyed believe pro- 
fessional experience is more important 
than either the doctoral degree or the 
CPA certificate. 

Credit Hours. In another faculty stan- 
dard, the Board indicated that 65 percent 
of the credit hours in an accounting 
program should be taught by full-time 
faculty. The respondents indicated that 
they believe this standard is too low. The 
average responses for each of the sample 
groups were between 70 and 75 percent. 

Faculty Evaluation. In standards for 
evaluating faculty performance, the 
Board indicated that the greatest empha- 
sis should be placed on teaching. How- 
ever, research, contact with the profes- 
sion, and community service should also 
be considered. The respondents were 
asked how important various faculty 
activities are for evaluating faculty. Since 
11 activities were compared in this ques- 
tion, a ten-point scale from most impor- 
tant to least important was employed in 
order to better detect differences in per- 
ceived importance among activities. An 
analysis of the ratings is reproduced in 
Table 5. The ratings assigned to the vari- 
ous activities are remarkably consistent 
across groups with the exception of the 
three types of research activities. The 
industrial accountants and controllers 
uniformly attached more emphasis to 
each of the research areas. The results 
indicate uniform agreement with the 
Board’s opinion that classroom teaching 
should receive the most emphasis in 
evaluation. It also appears that the 
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respondents agree that research and 
activity in professional organizations 
are also important. Applied research is 
preferred over other types. The results, 
however, are not in agreement with the 
Board’s position on the importance of 
community service. Community service 
and involvement with local non-account- 
ing organizations received the lowest 
ratings by each of the sample groups. 
Perhaps it was felt that community 
service 1s an individual responsibility as 
a citizen, not as a faculty member, and, 
therefore, should not carry much weight 
in evaluating faculty performance. 

It is also interesting to note the rela- 
tively low rating for consulting activities, 
especially in the light of the importance 
placed on the faculty’s professional ex- 
perience in a previous question. Perhaps 
the respondents do not perceive normal 
faculty consulting activities as providing 
the professional-type experience that can 
be gained by working full-time in public 
accounting or in industry. The ratings 
might have been different if the type of 
consulting activity had been identified in 
the questionnaire. 

Faculty Teaching Load. Another fac- 
ulty standard indicated that a faculty 
member should not be required to teach 
regularly in more than two fields of 
accounting and should not have more 
than two course preparations per term. 
The respondents were asked if faculty 
should be required to teach regularly in 
more than two accounting fields. As 
indicated in Table 6, less than 40 percent 
responded affirmatively. Thus, a ma- 
jority of each group concurred with the 
standard. However, over 87 percent felt 
that faculty should be allowed to teach 
in more than two accounting fields. When 
asked about the maximum number of 
course preparations a faculty member 
should teach per term, academicians 
gave significantly lower responses than 
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TABLE 5 
IMPORTANCE OF FACULTY ACTIVITIES 


Mean Responses (10 point rating scale) 


(1) (2) (3) (4) 
Accounting Industrial x- Anova Homogeneous 
Academicians CPAs Accountants Controllers Prob. F-Prob. Subsets** 
Classroom Teaching 9,39 8.98 8.78 9.37 .000* ‘080 — 
Involvement with Local 
Acct. Organizations 6.48 6.25 6.56 6.09 .104 454 — 
Applied Research . 6.16 6.09 7.43 6.48 .072 .003* (2), 0), (9/ 
(4), (3) 
Involvement with National 
Acct. Organizations 6.06 5.31 5.74 5.79 633 .282 — 
Attendance at Regional and 
National Acct. Meetings 5.92 5.36 5.38 5.06 239 -066 — 
Participation at Regional and 
National Acct. Meetings 5.77 5.55 5.87 5.94 .255 .750 — 
Education-oriented Research 5.46 4.89 6.55 5.74 013* .002* (2), (1), (4)/ 
(4), G) 
Consulting Activities 5.17 4.66 4.72 4.36 128 128 — 
Theoretical Research 5.07 4.78 5.97 5.86 .040* .008* (2), (1), (4)/ 
(4), (3) 
Service to the Community 4.15 4.20 4.20 3.49 158 .093 — 
Involvement with Local Non- 
accounting Organizations 4.05 3.47 3.86 3.75 829 210 — 


* Hypothesis that group responses are the same is rejected at a= .05. 
** Subsets of groups whose highest and lowest means are not significantly different, a=.05. 


TABLE 6 
SHOULD FACULTY MEMBERS TEACH REGULARLY IN MORE THAN TWO ACCOUNTING FIELDS? 


Percent Affirmative Responses 


(J) (3) (4) 
Accounting Industrial 
Question Academicians CPAs Accountants Controllers y’-Prob. 
1, Should be reguiredto 31 40 38 804 
2. Should be allowed to 88 88 90 541 


the other groups, as indicated in Table 7. 
Over 90 percent of all respondents, how- 
ever, answered three or less preparations. 

Teaching Load Reductions. In com- 
menting on faculty standards, the Board 
indicated that reduction in teaching 
loads should be made for substantial 
research, administrative, or professional 
activities. While the Board did not discuss 


the extent of such reductions, the re- 
spondents were asked their opinions 
concerning the maximum load reduction 
that should be given in each of these 
areas (see Table 8). The four respondent 
groups uniformly agreed that the largest 
reductions should be given for adminis- 
trative activities and smallest reductions 
for professional activities. The magni- 
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TABLE 7 
MAXIMUM NuMBER OF DIFFERENT COURSES PER FACULTY MEMBER PER TERM 





Mean Responses 


(D) (2) (3) (4) 
Accounting Industrial Anova 
Academicians CPAs Accountants Controllers x7-Prob. F-Prob. Homogeneous Subsets** 
2.41 2.92 2.77 2.82 .007* .000* (176), (4), (2) 





* Hypothesis that group responses are the same is rejected at a= .05. 
** Subsets of groups whose highest and lowest means are not significantly different, «= .05. 


TABLE 8 


EXTENT TO WHICH FACULTY TEACHING LOADS SHOULD BE REDUCED FoR HEAVY INVOLVEMENT 
IN NONn-TEACHING ACTIVITIES 


Mean Responses (Percent Reduction in Teaching Load) 


(2) (2) (3) (4) 
Accounting Industrial %7-  Anova Homogeneous 
Activity Academicians CPAs Accountants Controllers Prob. F-Prob. Subsets** 
Research 34.5% 36.8% 39.5% 40.0% 321 104 — 
Administration 44.0 38.0 40.8 40.4 442 391 — 
Professional Activity 28.9 33.8 36.5 32.3 008* .014* (1), @, 2Y 


(4), (2), 6) 


* Hypothesis that group responses are the same is rejected at «= .05. 
** Subsets of groups whose highest and lowest means are not significantly different, a= .05. 


tudes of the suggested maximum reduc- 
tions in load ranged from an average of 
44 percent suggested by academicians 
for administration to a low of 28.9 per- 
cent for professional activity, also sug- 
gested by accounting academicians. 


Financial Support and Budget Standards 


The standards in the area of financial 
support and budget state that the ac- 
counting program should receive support 
from its parent institution adequate to 
assure continuity of the program. The 
budgetary support should be of an 
amount sufficient for the program to 
meet the other standards established by 
the Board. The Board’s comment on the 
standard indicates that the school or 
program should have the right to raise 


and retain special funds without suffering 
a corresponding decrease in funding from 
the parent institution. As indicated in 
Table 9, a large majority of each group 
agreed that accounting programs should 
have the right to raise such funds. How- 
ever, although average responses differ 
across groups, a majority of each group 
did not believe that the school or pro- 
gram should be required to give evidence 
of this right to be accredited. 


Library Standards 


The standards state that a library 
should exist which is adequate for cur- 
riculum and research needs. The Board 
did not feel that it was necessary to 
have an accounting library separate 
from the central library. A large majority 
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TABLE 9 
FINANCIAL SUPPORT AND BUDGET STANDARDS 


Percent Affirmative Responses 


(1) 2) (3) (4) 
Accounting Industrial : 
Question Academicians CPAs Accountants Controllers y?-Prob. 


1. Should the school (program) have the right to 
raise and retain special funds for use within the 
accounting school (program) while not suffer- 
ing a corresponding reduction in budgetary 
support from the parent university (school)? 

2. Should evidence of this right to raise and retain 


93% 


special funds be required for accreditation? 39 


82% 86% 83% 160 


24 26 15 .003* 


* Hypothesis that group responses are the same is rejected at c<=.05. 


(over 80 percent) of each respondent 
group concurred that a separate library 
was not necessary. 


SUMMARY AND IMPLICATIONS 


Sample groups of (1) accounting acade- 
micians, (2) CPAs, (3) industrial ac- 
countants, and (4) large firm controllers 
were surveyed to determine their views 
on various aspects of the Final Report of 
the AICPA’s Board on Standards for 
Programs and Schools of Professional 
Accounting. The responses indicate that 
while those surveyed agreed with many 
of the standards established by the Board, 
there were some areas of substantial 
disagreement. Furthermore, the degree 
of concurrence with the standards is 
often not uniform among the various 
accounting groups. 

For example, educators and CPAs 
agreed with the Board’s opinion that a 
five-year program is necessary to educate 


professional accountants, while a ma-- 


jority of both industrial accountants and 
controllers expressed disagreement with 
the need for a five-year program. 
Overall, each respondent group agreed 
with the need for autonomy. They also 
believed that grade-point averages and 
admission tests should be used to select 


entrants to the program. However, only 
the academic group felt that retention 
standards should be higher than those 
for other business programs. 

The non-academics did not place as 
much emphasis on the doctoral degree as 
the academic group. All groups, however, 
agreed that a majority of the faculty 
should be certified and have relevant 
accounting experience. In evaluating fac- 
ulty performance, the groups seemed to 
place emphasis on teaching research and 
professional service. They did not feel 
that consulting community service were 
as important in evaluating faculty. 

All groups agreed that reductions in 
teaching loads should be made for sig- 
nificant faculty involvement in adminis- 
tration, research, and professional ser- 
vice. The responding groups also agreed 
that accounting programs should be free 
to raise outside funds without fear of 
losing financial support internally. 

Several schools of professional ac- 
counting have already been established 
and more are in the planning and devel- 
opment stage. Before these programs can 
be accredited, there must be agreement 
on accreditation standards. This study 
indicates that there is substantial agree- 
ment among the responding groups 
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concerning most of the standards. The 
major areas yet to be resolved are: (1) Is 
a five-year program of study necessary? 
(Those in industry seem to say “‘no.”’) 
(2) Should retention standards be higher 
than other programs? (Only the aca- 
demics say “‘yes.”’) (3) What percentage 
of the accounting faculty should have 
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doctoral degrees? (The academics desire 
a higher percentage than the other 
responding groups.) Additional work is 
needed in these areas to resolve the ap- 
parent conflicts. Compromise may be 
necessary if we hope to develop and ap- 
play standards which are supported by 
all relevant parties. 
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Behind the Balance Sheet: A Case 
Study in Accounting Analysis 


Hoffer Kaback 


ABSTRACT: This article is intended as an illustration of the results obtainable from 
close scrutiny of publicly available information about a particular company. The analysis 
contained in the article is based solely upon a review of Natco Industries, Inc.’s published 
annual reports to stockholders, a prospectus, Securities and Exchange Commission 
registration statements, filings with the SEC in satisfaction of the periodic reporting 
requirements, and other public documents. 

Inquiry of a company’s management (and/or its outside auditors, legal counsel, or 
others) with respect to accounting or other issues that an analyst finds troublesome or 
unusual is a common and useful tool of financial analysis. The purpose of this article is to 
demonstrate the nature and extent of what can be generated by the financial statement 


INTRODUCTION 


user himself, purely from public sources. 
ATCO Industries, Inc. (““Natco”’ or 
N the ““Company’’) operates, under 
the names “National Shirt” and 
“NSS,” about 270 retail men’s apparel 
specialty stores throughout the United 
States. Most of the merchandise sold by 
the Company in its retail stores is manu- 
factured to its own design and specifica- 
tions. The Company and its predecessors 
have been in the business for more than 
65 years. 

The status of the enterprise has shifted 
back and forth during this period. The 
business has successively been private, 
public, a division of a public company, 
private again, a division of a public com- 
pany, private (from 1972 through mid- 
1976) and, finally, public after existing 
management initiated a public offering 
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in May 1976 [Natco, 1976b, p. 9]. The 
Company’s common stock is traded over- 
the-counter (symbol: NATO). 

The present Natco Industries, Inc. was 
incorporated in Delaware on January 26, 
1972. Its then-stockholders comprised 
the former President of National Shirt 
Shops (who is the current President and 
Chairman of Natco) and certain other 
investors. Natco was formed for the 

The author gratefully acknowledges the helpful com- 


ments of Patricia McConnell, Lecturer in Accounting at 
New York University. 


Hoffer Kaback is with Ivan F. Boesky & 
Company, a firm specializing in securities 
risk arbitrage. This article expresses the 
author’s personal views only. 

Manuscript received May, 1979. 


Revision received June, 1979. 
Accepted June, 1979. 


Kaback 


145 


TABLE Í 
EXCERPT FROM CONSOLIDATED STATEMENT OF INCOME (PROSPECTUS) 


NATCO Industries, Inc. and Subsidiaries 


Year (52 weeks) ended 


Dec. 30,1972 Dec. 29,1973 Dec. 28,1974 Dec. 27, 1975 


Provision for income taxes [reference to notes] 














Cuen x2 weenie ein cates N eee auoeas: 931,388 1,531,600 1,161,047 2,769,550 
DEICIed ms.co ccd panes simone T E AT 9,300 16,100 22,253 29,450 
940,688 1,547,700 1,183,300 2,799,000 








purpose of purchasing the retail division 
of The B.V.D. Company, Inc. (“BVD”), 
itself a division of Rapid-American Cor- 
poration (“Rapid”). The acquisition, 
which closed on June 2, 1972, encom- 
passed National Shirt Shops, which had 
become the largest element of the BVD 
retail division, Adams Clothes, Inc., and 
Rockingham Stores, Incorporated (each 
of which was also engaged in the retail 
men’s apparel business). 

Natco’s sales have grown from $67.5 
million in 1972 to over $75 million in 
1978; net income has increased from a 
little under $1.3 million in 1972 to $2.2 
million in 1978; and total assets have 
expanded from approximately $14 mil- 
lion to $28.6 million in these six years. 
Such performance, while certainly not 
overwhelming, is at least respectable in 
the economic environment of the last 
half-decade. 

The analysis in this article, however, is 
not of Natco’s operations, but of its 
financial reporting. The principal focus 
is on the Company’s accounting in the 
following areas: (1) deferred taxes, (2) 
extinguishment of debt, (3) the purchase 
of its retail operations from BVD, (4) 
funds flow presentation, and (5) a long- 
term consulting contract. It will be seen 
that such areas, though seemingly dis- 




















crete, are, to a significant degree, closely 
related. 

The discussion involves the Company’s 
accounting for fiscal years as early as 
1972, i.e., the first year of the present 
Natco’s existence. For each of the years 
1972 through 1978, the Company has 
received from its outside auditors un- 
qualified opinions on its financial state- 
ments. However, this study is decidedly 
not an historical one. Quite the reverse: 
the prior years’ accounting explored in 
some detail herein has great bearing upon 
the present status of both the quality of 
Natco’s reporting and of its financial 
statements. 


I. DEFERRED TAXES 
A. Of Debits and Credits 


Table | is an excerpt from the Consoli- 
dated Statement of Income for the years 
indicated that is set forth in Natco’s 
Prospectus, dated May 19, 1976 (the 
“Prospectus”) [Natco, 1976b, p. 6], 
pursuant to which National Shirt Shops 
re-emerged as a public company. 

The presentation is standard; the pro- 
vision for income taxes is broken down 
into deferred and current components, 
and, as is typical, the current provision is 
less than income tax expense by the 
amount of deferred taxes. 
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This is to be expected when the balance 
of deferred taxes is a deferred credit. 
However: 


1. The 1975 consolidated balance sheet 
in the Prospectus [Natco, 1976b, 
p. 30] carries deferred taxes on the 
asset side of the balance sheet. This 
is a deferred charge, not a credit, of 
$77,100 at the 1975 year-end. The 
aggregate of the amounts set forth 
in Table 1 for deferred taxes is 
$77,103; that is, the deferred tax 
amounts on the income statements 
through 1975 sum to the balance 
sheet deferred debit as at December 
31, 1975. 

2. As a further check on the debit or 
credit status of the income state- 
ment amounts, the change in the 
balance sheet deferred taxes ac- 
count from 1974 to 1975 can be 
examined.! The Prospectus con- 
tains only the 1975 balance sheet, 
but, from other public documents, 
the 1974 balance sheet can be se- 
cured [Natco, 1977a, p. 13]. The 
comparison is this: 


1975 
77,100 


1974 


Deferred Taxes 47,650 


The increase in the asset account 
deferred taxes from 1974 to 1975 
was $29,450, yet this is precisely the 
amount shown, as a debit, on the 
1975 income statement in Table 1. 


How could the Company have debited 
deferred taxes on the income statements 
for the years 1972 through 1975 when the 
balance sheet deferred taxes accounts for 
such years also seem to have been 
debited? How, in other words, could both 
sides of the journal entries have been 
debits? 


B. Timing Differences 


Clearly, the nature of the timing differ- 
ences that gave rise to Natco’s deferred 
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taxes is irrelevant to whether there was 
adherence to the intrinsic accounting 
equation. Nevertheless, the particular 
timing differences that occasioned the 
deferred taxes are themselves interesting. 

The timing differences arose from 
imputed interest on long-term debt (see 
Section IJ.A.) and deferred compensation 
expense. Each of these is recognized for 
financial accounting purposes earlier 
than for tax purposes. They result, there- 
fore, in deferred tax debits, not credits. 

However, the magnitude of the Com- 
pany’s imputed interest and deferred 
compensation expense for the years 1972 
through 1975 appears such as to have 
caused a greater amount of deferred tax 
debits than the 1975 balance sheet shows; 
accordingly, one may surmise that there 
were other timing differences (not dis- 
closed in the Prospectus) that ran in the 
opposite direction, partially offsetting 
the debits. 

It is possible to deduce what these other 
timing differences may have been. The 
long-term debt on which Natco recog- 
nized imputed interest was incurred in 
connection with the purchase by Natco 
of the BVD retail operations (see Sec- 
tions II.A. and III). The face interest on 
the notes evidencing such indebtedness 
was four percent. For financial account- 
ing purposes, imputation of interest with 
respect to these notes was required under 
Accounting Principles Board Opinion 
No. 21 [Accounting Principles Board, 
1971c]. The four percent face rate was, 
however, sufficient to avoid imputation 
for tax purposes. (This was in 1972. The 
current “floor” interest rate for avoid- 
ance of imputation for tax purposes is 
6 percent). Thus, although for book 
purposes the assets obtained on the 
acquisition had to be carried initially at 


1 The Company was private from 1972 through mid- 
1976, so the balance sheets for each of the years 1972 
through 1975 are not publicly available. 
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an amount equal to the present value of 
the consideration paid therefor, for tax 
purposes Natco’s basis in such assets 
would presumably not have been simi- 
larly reduced. Rather, for tax purposes it 
would seem that the basis of such assets 
would have reflected the face amount of 
the debt. 

Accordingly, even absent the possi- 
bility that the Company used accelerated 
depreciation for tax purposes as against 
the straight-line method utilized by it for 
financial accounting purposes [Natco, 
1976b, p. 37], it seems likely that depreci- 
ation charges for tax purposes during the 
period 1972-1975 were greater than 
those reflected for book purposes, simply 
because the tax basis of the depreciable 
assets purchased may have been higher— 
by precisely the amount of the difference 
between the face amount of the debt and 
its then-present value—than the book 
value thereof. 

This may well have been the source of 
the deferred tax credits posited above. 

Interestingly, however, Natco makes 
no mention in any published financial 
reports for the years 1972 through 1977 
of the existence of depreciation as a 
timing difference. It is only in the 1978 
Annual Report [Natco, 1978a, p. 12] and 
in the 1978 10-K [Natco, 1978b, note 1] 
that the Company refers to depreciation 
expense as having given rise to timing 
differences and, therefore, deferred taxes. 


C. Additional Comments 


Natco’s deferred tax accounting for 
the years 1972-75 can be contrasted with 
its treatment of deferred taxes in the 
three most recent fiscal years. At Decem- 
ber 31, 1976, the deferred tax debit on the 
balance sheet had decreased by $4,065 
from the year-earlier figure; similarly, at 
December 31, 1977, the deferred tax 
account had been reduced a further 
$1,597 from the 1976 amount. At the 
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1978 year-end, the asset account had 
decreased by an additional $1,195. 

In none of the Company’s published 
financial reports for these years is there 
any disclosure of the income statement 
effects of deferred taxes. That is, although 
1972-1975 income tax expense is dis- 
aggregated on the income statements 
themselves, for the years 1976-1978 there 
is no income statement disaggregation 
[Natco, 1976b, c, d; 1977b, c; 1978a, b]. 
It is only in the notes that the amounts of 
deferred taxes are disclosed. For exam- 
ple, in the 1977 10-K, the notes to the 
Consolidated Statement of Earnings state 
that “provision for income taxes includes 
a provision for deferred taxes of $16,100 
in 1973, $22,253 in 1974, $29,250 in 1975, 
$4,065 in 1976, and $1,597 in 1977” 
[Natco, 1977c, note (b)]. This treatment 
is, to be sure, in conformity with Rule 
3.16(0) of Regulation S-X [U.S. Securi- 
ties and Exchange Commission], which 
permits disclosure of the components of 
income tax expense to be made either in 
the income statement or in the notes 
thereto. However, as noted in subsection 
A. above, it appears that, for the years 
1972-1975, the income statement effects 
of deferred taxes, reported by Natco as 
debits, seem to have been credits. In the 
light of the Company’s treatment of 
deferred taxes for those years, a certain 
hesitancy in inferring the nature of the 
journal entries for deferred taxes for the 
latest three years may be understandable. 
Based on the balance sheet changes from 
year to year for the period 1972 through 
1978, the income-statement entries for 
deferred taxes could not have been either 
all debits or all credits. The 1977 10-K 
footnote disclosure does not affirmatively 
state that the entries were all of a piece, 
but neither does it indicate what their 
debit or credit status was or that such 
status was not uniform—as, apparently, 
it was not. 
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The Company’s funds flow treatment 
of deferred taxes is also noteworthy, as it 
raises questions regarding Natco’s com- 
pliance with Accounting Principles Board 
Opinion No. 19 [Accounting Principles 
Board, 197la]. Both in the Prospectus 
and in all subsequent published financial 
statements, the Company’s funds flow 
statements omit any reference to the 
funds effect of deferred taxes. APB 
Opinion No. 19 does not specifically 
require that deferred taxes be a separate 
line item on the Statement of Changes in 
Financial Position, but there can be little 
doubt that such reporting is prescribed 
by that Opinion [see para. 10], and that 
that is the almost universal practice in 
American financial reporting. 

Summarizing the Company’s deferred 
tax accounting policy is easy. It is a 
puzzle. Solving the mystery is of more 
than passing importance. On the basis of 
the analysis in this Section I., it is no 
more than tautological that Natco’s 
financial statements in their present form 
should not be in balance. If the balance 
sheet journal entries for 1972-1975 were, 
as they seem to have been, correctly de- 
ferred tax debits, it would appear to 
follow ineluctably that the total of the 
asset side of the balance sheet should 
exceed the total of the liabilities side. 
Assuming that the current provision for 
such years was accurate, such analysis 
implies that the amount of income tax 
expense reported for those four years 
would seem to have been overstated. The 
amount of such overstatement would 
appear to be twice the amount of the 
1972-1975 deferred taxes. If income tax 
expense was lower than the current pro- 
vision by the amount of the deferred 
taxes, an adjustment of Natco’s reported 


figures would require a doubling of the. 


latter amount. Therefore, since the de- 
ferred taxes for 1972-1975 were, in the 
aggregate, $77,100, the imbalance in the 
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balance sheet would, from this stand- 
point, appear to be $154,200. 

The Company’s deferred tax account- 
ing does not stand alone in generating 
interest about its financial reporting. 
Natco’s accounting in the other areas 
examined in this article also merits close 
attention. 


II. EXTINGUISHMENT OF DEBT 
A. Imputed Interest 


The nominal purchase price of the 
Natco acquisition of the BVD operations 
was $16 million, consisting of $9.5 mil- 
lion in cash ($8.5 million of which repre- 
sented a bank borrowing) and $6.5 
million of ten-year promissory notes in 
favor of BVD (the “Notes”)}? [Natco, 
1976b, p. 21]. 

Natco was enabled to make the acqui- 
sition with only $1 million supplied from 
its own equity capital; the remainder of 
the purchase price was financed by the 
bank and the seller. The transaction is 
interesting, from a corporate financial 
viewpoint, in thatit represents a relatively 
early example of a leveraged buy-out, a 
form of acquisition that in the last few 
years has become increasingly popular 
with both investment bankers and insti- 
tutional lenders. It is also interesting, 
from a financial accounting point of 
view, because of the characteristics of the 
Notes. 

When a note is exchanged for property 
in an arm’s-length transaction, there is a 
general presumption that the stated rate 
of interest adequately reflects the price of 
money. If, however, the stated interest 
rate is out of keeping with then-current 
market rates for similar instruments, the 
face amount of the note will reflect 
neither the present value of the obligation 


2 Natco describes the Notes as “a note” in one part of 
the Prospectus and as “notes” in another part thereof 
[Natco, 1976b, pp. 21, 40, 41]. 
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TABLE 2 
IMPUTED INTEREST CALCULATIONS 





Present value of principal: $6.5 million, in 10 years, at 8% = $3,009,500. 
interest: $260,000 (4% of $6.5 million), for 10 years, at 874—$1,744,600. 
Total initial present value: $3,009,500+ 31,744,600 =34,754, 100. 


Initial unamortized discount contra account: 








Year ended 
12/31/72 


Year ended 
12/31/73 


Year ended 
12/31/74 


nor the present value of the property 
received. 

Where there is no established market 
value for the note and the property ac- 
quired is not capable of objective valu- 
ation in terms of established exchange 
prices, APB Opinion No. 21 requires the 
imputation of interest so that the liability 
evidenced by the note can be recorded at 
its present value; otherwise, there would 
be overstatement of the value of the 
seller’s proceeds and the buyer’s cost, and 
also misstatements of interest revenue 
and interest expense, respectively, for the 
seller and the buyer, both in the initial 
period and thereafter. (APB Opinion No. 
16 [Accounting Principles Board, 1970, 
para. 72] also touches on the point.) 

Imputation of interest was required 
under APB Opinion No. 21 because 
none of the other conditions for valu- 
ation existed. Natco imputed interest at 
elght percent, using the effective interest 
method strongly suggested by the APB 
in Opinions No. 12 [Accounting Princi- 
ples Board, 1967, paras. 16, 17] and No. 

21 [para. 14]. 


$6,500,000 — $4,754,100 =$1,745,900. 


Amortization of | Unamortized 
Period Interest Expense | Interest (face) Discount Discount Net Liability 


221,858 151,666 70,192 1,675,708 4,824,292 
385,943 260,000 125,943 1,549,765 4,950,235 
396,018 260,000 136,018 1,413,747 5,086,253 
Eleven months 
ended 12/1/75 372,991 238,333 134.658 1,279,089 5,220,911 








(Whether the eight percent rate used by 
Natco was appropriate in the circum- 
stances 1s a separate question, and is 
discussed in Section I.D.) 

The results of imputing interest are, of 
course, the recognition of interest expense 
over and above the stated amount of 
interest, and the carrying of the related 
debt at a discount from face. 

The Notes were, from all indications, 
issued on June 2, 1972, the date of closing 
of the acquisition. Assuming that interest 
was payable annually, the present value 
of the $6,500,000 principal payment and 
the stream of (cash) interest payments is 
easily computed to be $4,754,100. It 
would appear that this amount should 
then have been the initial carrying value 
of the Notes. Table 2 sets forth what the 
various charges and account balances for 
the period and as at the dates indicated 
would have been, based on such initial 
balance sheet figures. 

The values contained in Table 2 are 
not subjective ones; they are derived, 
simply, from present value tables. 

Natco’s carrying values for the Notes 
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—both initially and at December 1, 1975 
—differ substantially from those in 
Table 2. 

From the funds flow statements in the 
Prospectus [Natco, 1976b, pp. 33, 36], 
it can be concluded, by summing the 
imputed interest charges made by Natco, 
that the initial carrying value—i.e., the 
initial present value—was determined by 
the Company to be $5,115,730. (This 
figure can also be derived by subtracting 
the $8.5 million in bank debt from the 
total long-term debt issued in 1972.) The 
net liability on Natco’s books at Decem- 
ber 1, 1975 was $5,712,477. 

Thus, the Table 2 values vis-d-vis the 
Natco carrying values are: 


Natco Table 2 Difference 
Initial Carrying 
Value $5,115,730 $4,754,100 $361,630 
Carrying Value as 
at 12/1/75 5,712,477 5,220,911 491,566 


In order to explain these differences, it 
must be assumed that, somehow, the 
stream of payments was more rapid than 
those on which the Table 2 calculations 
rest, with a resulting higher present value. 
If interest was payable semi-annually, 
however, the initial present value would 
have been only $4,766,200, not much 
larger than the Table 2 calculations. 
Quarterly interest payments would in- 
crease that present value only slightly 
more. Is there some other explanation? 
Could the principal have been required 
to have been repaid more rapidly than 
Table 2 assumes? To analyze this possi- 
bility, suppose that, contrary to fact, the 
Notes had a nine-year maturity. In that 
case, the present value (at eight percent) 
of the principal payment would have 
been $3,250,000, and the present value of 
the stream of interest payments would 
have equalled $1,624,220, so that the 
initial carrying value of the obligation 
would have been $4,874,220—only about 
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$120,000 more than what Table 2 indi- 
cates on the basis of the specific statement 
in the Prospectus that the Notes had a 
ten-year life. Any life between nine and 
ten years, therefore, would have resulted 
in an initial carrving value between 
$4,754,100 and $4,874,220. Nor was 
principal paid early, since, among other 
things, the sum of the imputed interest 
charges and the December 1, 1975 
unamortized discount contra account 
precisely equals the amount of the origi- 
nal contra account. It is difficult, there- 
fore, to see where the discrepancy be- 
tween the Table 2 values and the Natco 
carrying values arises. 

The spread between the Natco values 
and the Table 2 values is $361,630 with 
respect to the initial carrying value, and 
$491,566 with respect to the book value 
of the obligation as at December 1, 1975. 
It is this latter figure that affected the 
Company’s reported earnings because, 
on December 1, 1975, the indebtedness 
evidenced by the Notes was extinguished 
at a sizable gain [Natco, 1976b, pp. 40- 
41]. The reported gain on extinguishment 
depended entirely, of course, on the 
carrying value of the debt at the date of 
extinguishment. 


B. The Gain on Extinguishment 


The extinguishment was accom- 
plished as follows: Pursuant to an agree- 
ment entered into on November 20, 1975 
between Natco and Rapid-American, 
BVD’s parent, Natco on December 1 
purchased, presumably on the open 
market, an aggregate of over $8 million 
of Rapid debentures for $4,151,080.% 
These debentures were then exchanged in 
full satisfaction of the Notes. Natco 


3 The Company financed the extinguishment by bor- 
rowing $8 million from the banks, retiring its then- 
existing bank debt of about $5 million, and using the 
difference (together with short-term borrowings) to buy 
the Rapid debentures [Natco, 1976b, p. 41]. The effect 
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booked a gain—extraordinary, as re- 
quired by FASB Statement No. 4 [Finan- 
cial Accounting Standards Board, 1975] 
—on which no tax was payable.* The 
amount of extraordinary gain booked 
was the difference between Natco’s carry- 
ing value for the Notes ($5,712,477) and 
the amount Natco paid for the Rapid 
debentures ($4,151,080), i.e., $1,561,397 
[Natco, 1976b, pp. 40-41]. 

Similarly, Rapid was presumably able 
to recognize a gain to the extent of the 
difference between the face value of the 
debentures and the carrying value on 
Rapid’s books of the Natco notes re- 
ceivable. 

Thus, both Natco and Rapid, it would 
appear, were able to recognize a gain on 
the same transaction. 

Consider, for a moment, how Rapid 
reported the gain. Analytically, there 
were two transactions: the extinguish- 
ment by Natco of its debt for cash, and 
then the repurchase by Rapid with such 
cash of its own debentures. This would 
have resulted in a loss for Rapid on the 
liquidation of the Natco notes receivable 
and a large gain on the extinguishment of 
the debentures. In the way in which the 
transaction was structured, however, 
Rapid recognized, and presumably need 
have reported, only the one (extraordi- 
nary) gain. Moreover, the timing of the 
double extinguishment—December 1975 
—certainly did not hurt Rapid’s fiscal 
1975 earnings. 

However, one can search in vain 
through the complex Rapid financial 
statements for any mention of the gain on 
extinguishment. There was an extraordi- 
nary credit of some $14 million recog- 
nized by Rapid for the year ended 
January 31, 1976, but such credit repre- 
sented the utilization of a net loss carry- 
forward and foreign tax credit carry- 
forwards from prior years, and itself 
resulted from a restatement of Rapid’s 
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prior year financials [Rapid, 1976, pp. 
22-24]. It is not clear why the gain on 
extinguishment was not specifically re- 
ported by Rapid, in accordance with 
FASB Statement No. 4, as an extra- 
ordinary item. It surely was not imma- 
terial when net income was only $5 
million, and there was a Joss before 
extraordinary items of over $9 million 
{Rapid, 1976, p. 2]. 

With respect to Natco, what should be 
kept in mind is that, if the carrying value 
of the Notes should have been lower— 
that is, if it should have been, in accor- 
dance with the Table 2 computations, 
almost one-half million dollars lower— 
then the extraordinary gain would have 
been lower by that same amount. (For 





on the balance sheet was impressive: long-term debt was 
cut by almost $4 million from the 1974 level. As a result 
of the extinguishment and the extraordinary gain, the 
long-term debt/equity ratio was cut to 74 percent in 1975 
from 212 percent in 1974. 

* There was no tax because, under §108 of the Internal 
Revenue Code of 1954, as amended (the “‘Code’’), a 
corporation may exclude from gross income gain arising 
out of the discharge of indebtedness if the corporation 
makes an election under §1017 of the Code to reduce its 
basis in the property to which the indebtedness relates. 
Natco made such an election, and reduced its basis in 
the stock of its subsidiaries [Natco, 1976b, p. 41]. 

Notice that if Natco purchased stock in the original 
BVD acquisition, then, absent a liquidation under §332 
of the Code to which the basis provisions of §334(b) (2) 
applied, it could not have “stepped-up” the basis of the 
underlying assets, since, in a stock purchase, the pur- 
chaser succeeds to the tax attributes of the seller’s assets. 
Thus, it would appear that the offsetting deferred credits 
postulated in Section I.B. would have emanated from a 
higher tax basis that was not a “stepped-up” basis but, 
instead, was simply the sedler’s basis, which would have 
been higher than Natco’s book cost because of the 
balance sheet effect of Natco’s imputation of interest. 

On the other hand, if Natco purchased assets in the 
acquisition, then it is interesting that the Company re- 
duced its basis in the stock of its subsidiaries for purposes 
of the §1017 election; the basis adjustment is, under the 
Code, to be made, first, with respect to the assets pur- 
chased with the discharged debt. 

Unfortunately, it cannot be readily ascertained what 
the nature of the acquisition was, since the purchase 
agreement is not included as an exhibit to the registration 
statement {Natco, 1976a] filed by the Company in con- 
nection with the public offering. 
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_ additional implications of a lower carry- 
ing value for the Notes, see Section III.) 


C. Funds Flow Treatment of the Gain 
on Extinguishment 


Somewhat troubling is Natco’s funds 
flow treatment of the gain on extinguish- 
ment. The 1975 consolidated and parent- 
_ only Statements of Changes in Financial 
` Position contained in the Prospectus 
show in the Uses section that $9,462,077 
of long-term debt (that is, the Notes? and 
the long-term portion of the bank debt 
that was refinanced) was retired, but 
also show the extraordinary gain as a 
source of working capital [Natco, 1976b, 


pp. 33, 36]. It was not. The effect of the . 


extinguishment was to reduce working 
capital, since funds were used to elimi- 
nate long-term debt, a non-fund ac- 
count. 

Analytically, either of two approaches 
to disclosing the actual funds effect of 
the gain is possible. One is to start out 
with net income, and then to deduct the 
gain on the extinguishment as an item 
not affecting.working capital. The Uses 
section would then be adjusted so that 
the item relating to retirement of debt 
would read “Retirement of long-term 
debt in face amount of $9,462,077,” and 
the numerical entry would be the differ- 
ence between face and the gain—i.e., the 
actual funds used in the retirement. 

The advantage of this approach is that 
it clearly indicates the sources and uses 
and the actual outflow of funds. The 
trouble with it, of course, is that it is 
inconsistent with APB Opinion No. 19, 
which requires that the effects of extra- 
ordinary items are to be indicated after 
the determination of funds provided from 
operations [para. 10]. 

APB Opinion No. 19 also states, how- 
ever, that extraordinary income or loss 
“should be... adjusted for items recog- 
nized that did not provide or use working 


The Accounting Review, January 1980 


capital or cash during the period” [para. 
10]. The gain on extinguishment pro- 
vided no working capital; indeed, the 
extinguishment used working capital. 
Thus, following APB Opinion No. 19, 
the item in the Natco funds statement 
Sources section should presumably have 
read “Gain of $1,562,597 from extin- 
guishment of debt,” but the figure entered 
should have been 0. Similarly the amount 
entered in the Uses section for the retire- 
ment should have been the actual funds 
used, and not the face amount of the debt 
extinguished, although the face amount 
could have been indicated. 

This second approach provides a better 
portrayal of the funds effect of a signifi- 
cant financing activity. Natco’s presenta- 
tion, in contrast, is confusing to the 
extent that it shows the gain on extin- 
guishment as a source of funds, when 
assuredly it was not. It also appears not 
to follow APB Opinion No. 19. 


II. THE ACQUISITION 
A. Statement of the Purchase Price 


Natco states specifically in the Pro- 
spectus that the purchase price for the 
BVD retail operations was $16 million 
[Natco, 1976b, p. 21]. Similarly, in 
Rapid’s 1972 Annual Report, it is stated 
that “BVD sold its retail division for 
$16,000,000 in cash and notes” [Rapid, 
1972, p. 29]. Neither of these statements 
is, from a financial accounting stand- 
point, strictly correct. The imputation of 
interest required under APB Opinion No. 
21 served both to reduce the carrying 
value of the Natco notes (for both Natco 
and Rapid) and, concurrently, the cost of 
the assets acquired by Natco (and the 
proceeds realized by Rapid from the sale 
thereof). It is a simple matter to adjust 
the carrying value of the Natco subsidi- 

5 For purposes only of this subsection C., the Natco 


carrying value for the Notes is taken as correct. 
6 See note 3. 
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aries, as shown on the parent company- 
only 1975 balance sheet contained in 
the Prospectus [Natco, 1976b, p. 34], 
for earnings taken up and dividends 
received, and what remains is an 
initial carrying value—i.e., 
$14,631,246. (This can also be found 
directly from the funds flow statement.) 
From the analysis in Section II., we know 
that Natco’s initial carrying value for the 
Notes was $5,115,730, which, when 
added to the cash payment of $9.5 
million, totals $14,615,730, about the 
same amount. 

Thus: 

1. For Natco’s own financial account- 
ing purposes, $14,631,246 was the cost 
of the acquisition—and the sales price to 
Rapid—but this is nowhere stated in 
words. Rather, the figure given by the 
Company in the narrative portion of the 
Prospectus is $16 million. Furthermore, 
the actual purchase price booked by 
Natco can, as just demonstrated, be 
derived from the financial statements. 

2. As Section II suggests, Natco’s 
initial carrying value for the Notes may 
be questioned. If the Notes’ initial present 
value should have been, as Table 2 indi- 
cates, $361,630 lower than that shown on 
Natco’s books, it follows that the cost of 
the acquisition would have been lower, 
by that same amount, than the 
$14,631,246 price indicated in the finan- 
cial statements. 

Indeed, the cost of the acquisition 
appears to have been lower still. More 
importantly, that conclusion is reached 
as a result of an examination of certain 
adjustments made by Natco that create 
serious doubts about its application of 
accounting principles. 


B. The Pro Forma Adjustments 


Consider the mechanics—and ac- 
counting presentation—of the Natco 
acquisition. 
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The acquisition was, of course, a pur- 
chase. That the purchaser was a non- 
operating company is irrelevant to pur- 
chase treatment under APB Opinion No. 
16. 

In the Prospectus, Natco applied cer- 
tain pro forma adjustments to 1971 and 
1972 operating results of the retail opera- 
tions purchased. The year 1971 was, in 
effect, the “prior period” before the 
acquisition, while 1972 constituted the 
year of the combination” itself. Natco 
applied, for pro forma purposes, a full 
year of financial charges to 1971 results, 
and five months’ worth of financial 
charges to 1972 results (because the 
acquisition did not close until June 2, 
1972). 

The Consolidated Statement of Income 
included in the Prospectus shows the 
following net income figures [Natco, 
1976b, p. 6]. 

In the notes to the Consolidated State- 
ment of Income [Natco, 1976b, p. 7], 
Natco states that: 


The following pro forma adjustment (repre- 
senting annualization of actual interest ex- 
pense and of amortization of loan costs 
experienced by NATCO Industries, Inc. in 
the seven month period June 1972 to Decem- 
ber 1972) was applied to the operations of the 
retail division of The B.V.D. Company, Inc. 
for periods prior to the acquisition by 
NATCO so as to reflect those results on a 
basis comparable to that of NATCO Indus- 
tries, Inc. and wholly-owned subsidiaries: 





197] 1972 
Adjustment of interest expense 
and amortization of loan 
ROSIS veaueteek o5.0dit seus can $1,135,000 $473,000 
Less, income tax effect........ 562,000 237,000 
Pro forma adjustment........ $ 573,000 $236,000 














The pro forma‘adjustments were ap- 
plied to “periods prior to the acquisi- 
tion.” For 1972, then, the purpose of the 
pro forma adjustments was to reflect 
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TABLE 3 
EXCERPT FROM CONSOLIDATED STATEMENT OF INCOME (PROSPECTUS) 


Year (52 weeks) ended 


Jan. 1, 1972 


(unaudited) Dec. 30,1972 Dec. 29,1973 Dec. 28, 1974 Dec. 27, 1975 


INCOME BEFORE EXTRAORDINARY ITEM 






































1,366,606 1,007,833 1,670,211 1,297,527 2,680,662 
Extraordinary item—gain on extinguishment of debt (Note 9)...... m- — — ve 1,561,397 
NET INCOMB-~HISTORICAL. «6. 0c ccacacacccavevureceseceewrace 1,366,606 1,007,833 $1,670,211 $1,297,527 $4,242,059 
Pro FORMA ADJUSTMENT (Note b). 1... ee ee eee ene eee ene neeee $73,000 236,000 
PRO FORMA NET INCOME) 66.652 s054cb ids bd se stew i ees $ 793,606 $ 771,833 
Income Per Share (Note e): 
HISTORICAL? 
Before extraordinary item. 2.0... cee ec cece nn ee ence enaee $3.00 $.78 $1.61 
Extraordinary Meni 60562 adenine ecb ose 2 eee Siew asec — 94 
NET INCOME: stein caine n o E oka Sear rh ace NRE $1.00 $.78 $2.55 
PRG FORMA 665005530 5 t eee Cen dM wes eaaa kee 


what the results of operations would 
have been had the purchase taken place 
at the beginning of the year. 

Notwithstanding this specific indica- 
tion by the Company regarding the 
timing of the acquisition, further inquiry 
into this issue—and its implications for 
Natco’s reported earnings—is war- 
ranted. 

The Company’s prose description of 
the transaction is unclear with respect to 
the acquisition date. The Prospectus 
states that the Company “entered into 
an agreement to acquire” the BVD 
operations “as of January 1, 1972” 
[Natco, 1976b, p. 7]. Is the January 1 
date meant to refer to the date as of which 
the acquisition was effective, or the date 
as of which the agreement was executed, 
with the acquisition to be effective later? 
The reader cannot tell, although, were 
the latter interpretation correct, then, 
as a matter of language, the phrase “as 
of January 1, 1972” should have ap- 
peared after the word “entered.” From 
Natco’s own wording, then, one tends to 
get the impression that the acquisition 
was effective as of January 1. On the 
other hand, in the registratiom statement 


relating to the offering the specific state- 


ment is made that June 2, 1972 was “the 
date of acquisition” [Natco, 1976a, Part 
E, p. 5-5]. Additionally, of course, the 
very existence of the pro forma adjust- 
ments indicates, apparently conclusively 
and by definition, that the transaction 
was effective at other than the beginning 
of the year. 

Again, though, the financial statements 
themselves unambiguously provide the 
answer, and total reliance need not be 
placed upon Natco’s narrative descrip- 
tion or pro forma adjustments. Any one 
of (i) the funds flow statements (consoli- 
dated or parent-only), (ii) the Statement 
of Income (consolidated or parent-only), 
and (ili) the Statement of Stockholders’ 
Equity, all of which are contained in the 
Prospectus, makes manifest that the full 
amount of 1972 reported net income— 
that is, the entire amount of reported 
1972 net income attributable to the 
BVD retail operations acquired—was 
taken up by Natco. This is possible under 
purchase accounting only if the acquisi- 
tion was effective as of the very beginning 
of the year. [See, e.g., APB Opinion No. 
16, para. 94; Griffin et al., 1977, pp. 
75-76, 157-60, 190; AICPA, 1978, 
para. 2051.08. ] 
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Presumably, however, the borrowings 
(both from the bank and from the seller) 
were not effected until June and, there- 
fore, no interest (or related) charges 
were actually incurred until then. 

The above analysis appears to impel the 
conclusion that, in the Prospectus, Natco’s 
1972 income, its 1975 balance sheet, and 
the funds flow statements were misstated. 

The reason is straightforward: Para- 
graph 93 of APB Opinion No. 16, which 
appears controlling on the financial 
accounting at issue, does not seem to 
have been heeded by Natco. 

It is indisputable that Natco took the 
entire 1972 earnings of the BVD retail 
operations into its own income for 1972. 
However, consideration for the purchase 
apparently did not pass from Natco to 
BVD on January 1, 1972. It follows that 
the situation was one to which paragraph 
93 of APB Opinion No. 16 applied. 

It must be understood that that para- 
graph does not concern itself with pro 
forma presentation or adjustments. The 
“pro forma” adjustments made by Natco 
were—and should have been reflected as 
-——real, book adjustments. 

To be sure, in the “Prospectus Sum- 
mary” on the first inside page of the 
Prospectus [Natco, 1976b, p. 2], the 
table entitled “Income Statement Data” 
sets forth $771,833 as the net income for 
1972, without showing the $1,007,833 
figure. However, the year 1972 is specifi- 
cally footnoted at the head of the table. 
Such footnote states that the figures are 
to be interpreted as “including pro 
forma adjustments,” and refers the reader 
to the note to the Consolidated Statement 
of Income (quoted above) that describes 
such adjustments. Moreover, the ‘“‘Pro- 
spectus Summary” is, of course, spe- 
cifically “qualified in its entirety by the 
detailed information and financial state- 
ments appearing elsewhere in this Pro- 
spectus.”’ 

It is also the case that, in the Consoli- 
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dated Statement of Income [Natco, 
1976b, p. 6], $771,833 is double-under- 
scored as “Pro Forma Net Income” for 
1972, and per-share net income for 1972 
is given only for the pro forma figure. 
(The same is true with regard to 1971 
results.) Nevertheless, “Pro Forma Net 
Income” is not “‘net income.” 

There is no way that the Prospectus 
financial statements can be read to state 
that $771,833 was the Company’s actual, 
historical net income for 1972. The 
Prospectus makes clear at every turn that 
such amount is the result only of pro 
forma adjustments. Furthermore, the 
Consolidated Statement of Income dis- 
tinctly denotes $1,007,833 as the “‘net 
income-historical” for 1972. Of course, 
the short answer is that Natco booked the 
full $1,007,833. 

Note that the amounts at issue are not 
immaterial in terms of the swing in 1972 
earnings: 


“True” net income $ 771,833 
Adjustment 236,000 
Reported net income 1,007,833 


% decrease from reported net income, 23.42% 
% increase above “true” net income, 30.57% 


In sum, based on the foregoing analy- 
sis, it appears that, in the financial state- 
ments contained in the Prospectus: 1972 
earnings were overstated, the cost of the 
acquisition was, correspondingly, over- 
stated, the retained earnings account was 
overstated, and the funds flow state- 
ments (because they overstated net in- 
come) were overstated. All this flows 
from the Company’s seeming failure to 
adhere to paragraph 93 of APB Opinion 
No. 16. 


C. Beyond the Pro Forma Adjustments 


By the time the 1976 Annual Report— 
Natco’s first—was issued, the Company’s 
management had apparently changed its 
mind regarding the pro forma adjust- 
ments. In the 5-Year Summary of Earn- 


0 E 


156 


10 A e: 


The Accounting Review, January 1980 


TABLE 4 
COMPARISON OF 1972 CONSOLIDATED INCOME STATEMENTS 


Prospectus* 
Dec. 30, 
1972 
NET SALES nwpoeeow eo eo vaeeoune ¢owaezneeeure ee ee dewa $67,5 16,984 
COSTS AND EXPENSES 
Cost of goods sold, including certain occupancy 
and distribution expenses........ css eeveneace 44,842,106 
Selling, administrative and generai expenses....... 19,207,548 
Depreciation and amortization. .....0cccseeenees 891,926 
Interest €XpensSe....a.sosassesepsessansvassrosa 648,600 
Interest INCOME. ..assaassesasosovssservarevarse (21,717) 
65,568,463 


INCOME BEFORE INCOME TAXES AND EXTRAORDINARY ITEM = 1,948,521! 


Provision for income taxes 


CUMEN Es eneren eroine naaa eiencet ers isana 931,388 
Deferred........ EER eT ene ee rE Pr ee 9,306 
540,688 
INCOME BEFORE EXTRAORDINARY ITEM. s sssrsesurans 1,007,833 
Extraordinary item—-gain on extinguishment of debt. . — 
NET INCOME—HISTORICAL, ccscecccsevccnccaccrace 1,007,833 
Pro FORMA ADJUSTMENT. a. E E We wea ests 236,000 
PRO FORMA NET INCOME. ....0,vccecccvnceneaneses $ 771,833 
Income Per Share 
HISTORICAL: 
Before extraordinary item... ssecsueeeveven pre 
Extraordinary item...-..,+5 dinate Cache etwas 
NET INCOME § o:s5:i5640ee reestr nes ANE arenes 
PRO FORMA tii225050s00 esse ot desbees ewes 3.46 


* References to notes omitted. 


ings contained in that Report, earnings 
for 1972 are set forth, simply, as $771,833 
[Natco, 1976d, p. 2]. 

Table 4 compares the Prospectus 1972 
income statement to the 1972 income 
statement contained in the 1976 Annual 
Report. 

Belatedly, then, Natco made the book 
adjustments required under APB Opin- 
ion No. 16. As Table 4 shows, net interest 
expense in the later presentation exceeds 





1976 Aanual Report 
1972 
NET SALES apoa a oW ew eee woe awk ETETE $67,516,984 
Costs AND EXPENSES: 
Cost of goods sold, including certain occupancy 
and distribution expenses. n... ccc ccsceeeseuees 44,842,106 
Selling, administrative and general expenses. ....... 20,114,374 
Interest expense—Mnet......ccecsvecsrccceacseeee = 1,084,983 
66,041,463 
INCOME BEFORE INCOME TAXES AND 
EXTRAORDINARY ĪTEM....ensessonosersssassunere 1,475,521 
PROVISION FOR INCOME TAXES... .20eeecceccernesses 703,688 
INCOME BEFORE EXTRAORDINARY ITEM. ......0--00804 771,833 
Extraordinary item—-gain on extinguishment ofdebt.. — 
I NET INCOME. soora uoki niaaa aaa $ 771,833 
INCOME PER SHARE: 
Before extraordinary item.......+. art seca avai pie Aarons $ 46 
Extraordinary item... ec. veee seer seuenens tetas — 
Net income. sso sor ritsari s areara Fearr reas N $ 46 


the corresponding Prospectus net interest 
expense amount by $458,100. The “pro 
forma” adjustment for 1972 was, how- 
ever, $473,000. Thus, there is a $14,900 
discrepancy. Such difference is, though, 
easily reconcilable by the analyst. The 
key to the reconciliation is to observe that 
depreciation and amortization was sep- 
arately broken out in the Prospectus, but 
was collapsed into “‘selling, administra- 
tive and general expenses” in the Annual 
Report: 


Prospectus Annual Report Difference 
Selling, Administrative and General Expenses $19,207,548 $20,114,374 $906,826 
Depreciation & Amortization 891,926 0 (891,926) 
Interest Expense (Net) 626,883 1,084,983 458,100 
Total $20,726,357 $21,199,357 $473,000 
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Thus, the full $473,000 charge was made 
to the later 1972 income statement. The 
$14,900 difference originally noted repre- 
sents the amortization of loan costs that 
were a constituent of the pro forma 
adjustments and that are included, in the 
later income statement, as part of selling, 
administrative, and general expenses. 
Accordingly, Natco’s book adjustment 
in 1976 was in complete conformity with 
the pro forma amount given in the 
Prospectus. 

The way in which the Company chose 
to effect the change in the 1972 net in- 
come figure was, however, somewhat 
unconventional. 

First, there is no mention made any- 
where in the 1976 Annual Report that 
such a change in 1972 net income was 
made. There is no disclosure. Accounting 
Principles Board Opinion No. 20 [Ac- 
counting Principles Board, 1971b, paras. 
36, 37] states clearly that the correction 
of an error in applying accounting princi- 
ples (which a failure to adhere to APB 
Opinion No. 16 is) is a prior period 
adjustment, and that there should be 
disclosure of the effect of such correction 
in the period in which it is discovered 
and corrected.’ 

Moreover, APB Opinion No. 9 [Ac- 
counting Principles Board, 1966, para. 
25] states that “when prior period adjust- 
ments are recorded, the resulting effects 
... On the net income of prior periods 
should be disclosed in the annual report 
for the year in which the adjustments are 
made.” Paragraph 26 of that Opinion 
states that the APB “recommends” that, 
whenever prior period adjustments have 
been recorded in any of the periods in- 
cluded in a summary of financial data, 
there should be disclosure in the first 
such summary published after the ad- 
justments. (Technically, paragraph 26 of 
APB Opinion No. 9 was effective only for 
events and transactions occurring after 
September 30, 1973, but the relevant 
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event here would surely seem to be the 
recognition in 1977 (when the 1976 
Annual Report was issued) that 1972 net 
income was incorrectly reported and that 
an adjustment was necessary, and not the 
earning in 1972 of that income.) 

It is worth repeating: there is no sepa- 
rate disclosure of any kind. 

Second—and with astonishment—we 
note the following. The retained earnings 
balance in the 1975 balance sheet in the 
Prospectus was $8,217,630. This amount 
represents, by definition (since there were 
no dividends), the aggregate of the net 
income earned to that date, including the 
reported 1972 net income of $1,007,833. 
The retained earnings balance in the 
1975 balance sheet in the 1976 Annual 
Report—where the correction in 1972 
net income was made—is also $8,217,630! 
There was no reduction in retained earn- 
ings made in respect of the lowering of 
1972 net income. 

Itis unnecessary to comment that such 
an adjustment is required not only by 
[APB Opinion No. 9-para. 17] but by the 
strictures of the fundamental accounting 
identity. 

Third, the 1976 10-K (Natco, 1976d) 
perpetuates the Prospectus presentation 
of 1972 operations. And yet, it was only 
one month after the filing of that docu- 
ment with the SEC that the Company 
issued its Annual Report. It is a curiosity 
not only that this state of affairs obtained 
but that no amendment to the 1976 10-K 
appears to have been made. 

Thus: (1) the retained earnings balance 
in the 1975 balance sheet contained in the 
1976 Annual Report and the 1976 10-K 
is greater than the net income earned to 
that date; (2) the retained earnings bal- 


7 FASB. Statement No. 16 [Financial Accounting 
Standards Board, 1977], which is the currently effective 
pronouncement on prior period adjustments, was not in 
existence in 1976. However, FASB Statement No. 16 
would mandate essentially the same treatment in the 
Natco situation as that required under the APB Opinions 
referred to in the text. 
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ance in the 1976 balance sheet contained 
in the 1976 Annual Report, the 1977 
Annual Report, and the 1976 and 1977 
10-Ks is greater than the net income (less 
dividends) earned to that date; (3) the 
same situation applies with respect to the 
1977 and 1978 retained earnings bal- 
ances; and (4) until corrected, all Natco 
retained earnings balances have been and 
will continue to be overstated to the ex- 
tent of the required (but not effected) 
prior period adjustment, that is, the 
necessary debit to retained earnings. (In 
addition, the carrying values of the 
assets acquired from BVD, to the extent 
not reduced, would appear to remain 
overstated.) 

It is very difficult to comprehend how 
this situation arose. An accounting error 
was made. It was then corrected—-appar- 
ently incorrectly. In effect, this result 
would seem to constitute a compounding 
of an original misapplication of generally 
accepted accounting principles. 

What is to be made, however, of the 
Company’s persistence in maintaining, 
in the 1976 10-K, the original presenta- 
tion of the 1972 income statement? The 
Annual Report and the 10-K cannot both 
be right. Did the Company still believe 
its “pro forma” presentation was cor- 
rect? If so, why the different treatment in 
the Annual Report? If not, how to ex- 
plain the apparent lack of an amendment 
to the 10-K and the failure to make the 
appropriate entries (and disclosure) to 
reflect the prior period adjustment? 

Once again, therefore, the Natco finan- 
cial statements present a puzzle. 


D. Imputed Interest Again 


Before the accounting analysis of the 
acquisition is concluded, the Company’s 
choice of an imputation rate on the Notes 
should be considered. 

The Notes’ nominal rate of interest was 
four percent; Natco used an imputation 
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rate of eight percent. Interest rates did 
move sharply upward during the period 
that the Notes were outstanding, and, 
obviously, Natco could not have bor- 
rowed in, for example, late 1974 at eight 
percent. For purposes of imputation, 
however, changes in interest rates subse- 
quent to the original determination of the 
appropriate rate are not relevant [APB 
Opinion No. 21, para. 11.]. 

Was the rate initially appropriate? 

The desideratum in imputation is to 
approximate a third-party rate, one that 
would have evolved from negotiations 
between an independent borrower and an 
independent lender. The inquiry is 
whether eight percent was an appropriate 
rate for the ten-year, apparently unse- 
cured BVD loan in the context of this 
particular financing—where there was 
already $8.5 million of bank debt sup- 
ported by only $1 million of investors’ 
equity. 

To pursue the inquiry, at least three 
things should be assessed: (1) the interest 
rate atmosphere in January and in June, 
1972; (2) the interest rate on the $8.5 
million bank loan; and (3) the probable 
nature of the bank loan. 

1. Table 5 sets forth certain interest 
rates extant in 1972. 


TABLE 5 
SELECTED INTEREST RATES 1972 





January June 

BAA industrial bonds 7.7 7.75 
prime rate 329 5.0 
privately placed medium 
term industrials; 

AA 7.2 7.7 

A 7.4 7.75 

BAA 8.0 8.13 





Source: An Analytical Record of Yieids and Yield 
Spreads, Salomon Brothers (March 1979). 


The eight percent and 8.13 percent 
rates, respectively, for January and June 
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1972 on privately placed BAA-rated 
medium term industrial bonds can be 
contrasted with the eight percent imputa- 
tion rate used by Natco with respect to its 
promissory notes. Absent additional 
modifying words, “promissory notes” 
as a description of indebtedness connotes 
that that indebtedness is unsecured. 
There is certainly no indication otherwise 
in the Prospectus. “Bonds,” on the other 
hand, are secured obligations. Moreover, 
it is not apparent that Natco was in the 
same credit category as the issuer of a 
BAA-rated debt instrument, secured or 
not. 

It is not unfair to conclude, at least 
preliminarily, that, considering the status 
of the Notes and the Company’s capital 
structure, the eight percent rate does not 
appear to have been entirely consistent 
with then-current interest rates. 

2. The interest rate on the bank debt is 
not disclosed anywhere in the Prospectus. 
That debt was refinanced in late Novem- 
ber, 1975, in connection with the ex- 
tinguishment of the Notes, so there is no 
mention of it in any of the Company’s 
subsequent financial reports. Neverthe- 
less, purely from the information con- 
tained in the Prospectus, it is possible to 
arrive at a good estimate of what that 
rate was. 

(Note: For purposes of the following 
computations, it is not relevant, and we 
ignore, that Natco failed to make the 
adjustments under APB Opinion No. 16 
discussed earlier in this article; the goal 
is, simply, to determine, from the Pro- 
spectus financial statements, the interest 
rate on the bank debt.) 

Method 1: Since the Notes carried 
interest at four percent, actual interest 
paid on the $6.5 million face amount was, 
for the seven months of 1972 (that is, 
June through December), $151,666. Add 
to this the imputed interest for 1972 of 
$88,376. 
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Total interest expense for 1972 (which 
means interest on the bank debt and the 
Notes from June on only, plus any other 
interest charges that may have been 
incurred in 1972) is stated in the Consoli- 
dated Statement of Income [Natco, 
1976b, p. 6] as having been $648,600. 
Interest on the bank debt, then, must 
have been, essentially, the difference 
between total interest expense and the 
interest (both actual and imputed) at- 
tributable to the Notes. (There may, of 
course, have been short-term debt out- 
standing during this period on which 
interest was paid, in which event total 
interest expense would include interest 
attributable thereto, but there is no way 





to discern this.) 
Thus: 
Total interest expense $648,600 
Less: 
face interest on the Notes 151,666 
imputed interest on the Notes 88,376 
Interest on bank debt $408,558 








Hence, $408,558 represents seven months’ 
worth of interest on the bank debt. 
Ignoring that about $350,000 of principal 
amount thereof was paid down during 
such period, the $408,558 figure can be 
annualized to generate an interest rate 
on the $8.5 million bank loan of 8.24 
percent.® 

Method 2: For Natco’s 1972 pro 
forma purposes, $473,000 was indicated 
as the amount necessary to annualize 
interest expense and the amortization of 
loan costs. We know what the initial 
present value, per Natco, of the Notes 
was. It follows that, of the $473,000, 
$167,059 represented additional interest 
(both actual and imputed) for purposes 


8 408,558 x 12/7 = 700,385; 700,385/8,500,000 = 8.24%. 
Note that ignoring the principal repayment understates 
the interest rate. On the other hand, as pointed out in the 
text, there may have been (and probably was) short-term 
debt outstanding. 
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of annualization of the interest on the 
Notes; thus, the difference—i.e., $305,941 
—represents the additional interest, for 
pro forma purposes, that would have 
been paid on the bank debt during the 
first five months of 1972, plus amortiza- 
tion of loan costs. On the basis of the 
funds flow statements in the Prospectus, 
the amortization of the loan costs can be 
estimated to be approximately $14,000.° 
Hence, $291,941 represents the interest 
on the bank debt for the first five months. 
Since $408,558 was paid on the bank 
debt for the last seven months (see 
Method 1 above), the total interest on 
the bank debt for 1972 would have been 
$291,941 + $408,558 =$700,499. Ac- 
cordingly, the interest rate on the bank 
debt, from this method, seems to have 
been about 8.24 percent, the same rate 
found under Method 1. 

Method 3: Using Natco’s 1971 pro 
forma figure for interest expense and 
amortization of loan costs ($1,135,000), 
[Natco, 1976b, p. 7], we can determine 
that the interest on the Notes for pur- 
poses of the 1971 full-year pro forma 
adjustment was $409,258. Hence, 
$1,135,000 — $409,258 =$725,742 repre- 
sents the remainder of interest expense 
(plus the amortization of loan costs) for 
1971 pro forma purposes. Taking $35,844 
as the amortization, we are left with 
$689,898 as the interest on the bank debt 
for 1971 pro forma purposes. This yields 
an annual interest rate for the bank debt 
of about 8.12 percent. 

The above methods are not intended 
to be exact; they are intended only to 
offer a reasonably good estimate of what 
the bank interest rate was. In addition, 
they serve as an illustration of how the 
financial statement user can derive infor- 
mation that, initially, appears unob- 
tainable. 

Tf the interest rate on the bank debt 
‘was somewhere between 8.12 percent 
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and 8.24 percent, it may be questioned, 
in the light of Natco’s heavy debt burden 
as of the acquisition date, whether an 
eight percent rate of imputation for the 
Notes represented an “‘arm’s-length” 
rate under generally accepted accounting 
principles. 

3. In 2., it is argued that the Notes 
should not have reflected an interest rate 
(for accounting purposes) less than, or 
indeed even equal to, the bank debt rate. 
This argument may be taken a step 
further, for one may venture to guess 
that the bank debt and the Notes were not 
in pari passu. If the bank debt was 
superior (in the sense of the quality of the 
claim against Natco) to the Notes, then 
would an almost-identical interest rate 
for the two obligations make economic 
sense? 

The Prospectus contains very little 
information about the bank debt other 
than the fact of its initial existence, but, 
considering the nature of the acquisition, 
it seems not impossible that (a) the bank 
debt was secured, either in the form of a 
security interest in the assets acquired or 
otherwise (e.g., personal guaranties by 
the principal stockholders), and/or (b) 
the Notes were subordinated to the bank 
claim. 

The conjecture is that the bank rate 
itself, at a little over eight percent, seems 
a bit at odds with market rates then ex- 
tant, unless some additional element 
relating to the quality of the claim was 
present. Whether or not the bank face 
rate was too low vis-d-vis market rates, it 
does not appear in any event that the 
rate on the Notes should have been lower 
than the bank rate, particularly if the 
bank debt represented a superior claim 
to that of the Notes. 


9 In fact, we know from the analysis in Section HIC. 
that this figure is $14,900, but the attempt here is to 
generate the bank debt interest rate from the Prospectus 
only. 
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In sum, if any of the preceeding three 
arguments has merit, it seems difficult to 
justify the imputation rate selected by 
Natco for the Notes. 

Had a higher than eight percent impu- 
tation rate been used, the main effects 
would have been these: 


l. the initial carrying value of the 
Notes would have been lower; 

2. imputed interest and, therefore, 
interest expense would have been 
higher for the years 1972-1975; 
thus, income for such years would 
have been lower; 

the carrying value of the Notes as of 
December 1, 1975 would have been 
lower and, accordingly, the gain on 
extinguishment—and net income 
for 1975—would have been lower; 
4. the cost of the acquisition would 
have been lower; and 

to the extent that the carrying value 
of depreciable assets acquired might 
have been reduced by Natco on the 
allocation of the (lower) purchase 
price (see APB Opinion No. 16, 
para. 87), depreciation charges 
would have been lower and net 
income for the years 1972 and 
thereafter would have been higher. 


E. Related Litigation 


There are two significant lawsuits 
against the Company. One is a rather 
typical securities law class action!®; the 
other concerns the acquisition. 

In this second suit, a Rapid-American 
stockholder has sued derivatively, al- 
leging, essentially, that the purchase 
price for the BVD operations received by 
Rapid from Natco was unfairly and 
purposefully low because, as part of the 
transaction, Meshulam Riklis, the chief 
executive officer of Rapid, insisted that 
his personal friend Morton Olshan be 
compensated by Natco for functioning 
as a finder. The plaintiff’s claim is that 
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Olshan received compensation that right- 
fully should have gone to the seller, 
Rapid [Weinberger v. Rapid American 
Corporation, Index No. 14793 (Sup. Ct. 
N.Y. Co.)]. 

Olshan and his relationship to Natco 
will be considered later in this article. 
(See Section V.) One of the original in- 
vestors in Natco in early 1972 (he 
purchased 89,000 shares for $50,637, 
about $.57 a share), Olshan received the 
following in connection with the Natco 
leveraged purchase: (1) a five-year option 
to purchase 277,839 shares (after giving 
effect to anti-dilution provisions) for the 
aggregate price of $1,667; (2) the right to 
require the Company to purchase such 
shares from him for $1.125 million in the 
event of a public offering; and (3) a five- 
year consulting contract to render real 
estate advice, at $75,000 annually. 

In essence, the plaintiff’s allegation is 
that, if all this consideration moving to 
Olshan was not in exchange for the per- 
formance of services to Natco but was 


+ The allegation is that, in the 1976 public offering, 
Natco failed to disclose certain material facts; in par- 
ticular, it is claimed that, in the Prospectus, Natco dis- 
closed interim results only for the 17 weeks ended April 
24, 1976 (the date of the Prospectus was May 19, 1976); 
that the results in the three-week period April 24-May 15 
were adverse; and that such results presaged unfavorable 
figures for the full second quarter 1976. In fact, earnings 
for the second, third, and fourth quarters of 1976 were not 
good, and, for the year, net income was about 24 percent 
below 1975 reported earnings. It appears that the plain- 
tiffs’ claim is, essentially, that Natco knew or had reason 
to know that things had turned sour (because, the plain- 
tiffs allege, it was in possession of, at a minimum, sales 
figures for the three-week period April 24-May 15), but 
went ahead with the offering anyway, without so disclos- 
ing [Potter v. Marks, Index No. 77 Civ. 1998 (SDNY)]. 

Were the three weeks’ sales results material? Did the 
Company have reason to believe that they were harbin- 
gers of results for the rest of the year, or are three weeks’ 
sales meaningless, especially in a seasonal business and 
one where consumer whim varies with great frequency? 
Does not the Prospectus have to be cut off at a certain 
point? 

There is also an SEC investigation into the public 
offering, but it has apparently not been concluded, at 
least as of the date of issuance of the 1978 Annual Report 
[see, e.g., Natco, 1978a, p. 14]. 
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purchase price deflected to him at Meshu- 
lam Riklis’ direction, then Rapid was 
injured, Olshan was unjustly enriched, 
and Natco was also unjustly enriched. 

The Company’s description of the suit 
in the 1976, 1977, and 1978 Annual Re- 
ports is not as full as it might be. The 
notes to the financial statements state 
that the claim involves allegations that 
“when Natco consummated a transac- 
tion with [BVD] in 1972 whereby it ac- 
quired certain operations of [BVD’s] 
retail division, it did so at a bargain 
purchase” (emphasis added) [Natco 
1976d, p. 14; 1977b, p. 14; 1978a, p. 14]. 
There is no indication in the note that the 
acquisition in question was, in effect, the 
purchase of the entire Company. There 
is, naturally enough, no description in 
Natco’s Annual Reports of the original 
transaction, which is several years old. 
Thus, a stockholder unfamiliar with the 
history of the Company has no way of 
telling from the note itself exactly to 
what this lawsuit relates. 


IV. FUNDS FLOW PRESENTATION 


The balance sheet accounts in the 1977 
Annual Report reveal the following 
changes from 1976 in current liabilities 
[Natco, 1977b, p. 7]: 


Increase 





(Decrease) 
trade payables $736,199 
accrued and sundry liabilities (359,326) 
taxes ( 44,503) 
dividends payable 0 
current portion of long term debt 190 


The net change was an increase in current 
liabilities of $332,560. In the Annual 
Report funds flow statement, however, 
payables are shown increasing only 
$128,766, and accrued and sundry liabili- 
ties are shown with an increase of 
$203,604 [Natco, 1977b, p. 10]. 

In the 1977 10-K [Natco, 1977c], the 
balance sheet amounts for payables are: 
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1976 1977 
Accounts payable: | 
Trade $1,798,219 $2,534,418 
Other 607,433 282,853 


This is different from the balance sheet 
presentation in the 1977 Annual Report, 
which only shows the trade payables. 
The 10-K figures yield the following 
results: the change in total payables was 
an increase of $411,619, and the change 
in trade payables was an increase of 
$736,199, Neither of these numbers, how- 
ever, is $128,766, which is what both the 
1977 10-K and the 1977 Annual Report 
funds flow statements show as the in- 
crease in payables. 

Natco’s funds flow presentation seems 
a little curious. For 1977, the result of 
such presentation is that the relatively 
large increase in trade payables was not 
discernible from the funds flow statement 
itself (although it was apparent from a 
comparison of the accompanying bal- 
ance sheets). More importantly, the 
Company’s 1977 funds flow statement 
does not appear, on the face, to articulate 
with the balance sheets with which it 1s 
associated. 

Additionally, as noted earlier (see 
Section I.C.), Natco’s funds flow state- 
ments seem to run counter to, at the 
least, the spirit of APB Opinion No. 19. 


V. LONG-TERM CONSULTING CONTRACT 


The Company is a party to two long- 
term employment consulting contracts 
that are interesting. One relates to 
Natco’s President and largest stock- 
holder; the other, which generates com- 
plex financial accounting questions, in- 
volves Morton Olshan, who, it will be 
recalled, received various consideration 
for his assisting in the BVD purchase. 
(See Section ITI.E.) l 

Olshan’s fee for services in the acqui- 
sition included his being given an option 
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to purchase Natco common stock; the 
Company was required, in the event of a 
Natco public offering, to purchase for 
$1.125 million the shares owned by him 
pursuant to the exercise of such option. 
This arrangement was renegotiated prior 
to the May 1976 public offering, and 
Olshan relinquished the option, and his 
rights to require the share repurchase, in 
exchange for a long-term consulting 
contract that extended his original, five- 
year consulting contract. 

Olshan’s present consulting contract is 
for 15 years at $100,000 per annum, 
whether or not he performs services. If he 
dies during the contract period, the pay- 
ments will be made to his estate. 

The Olshan contract seems ripe for 
balance sheet recognition. 

Normally, of course, obligations under 
employment or consulting contracts are 
not considered liabilities because such 
obligations relate to the performance of 
future services and not to transactions in 
current or past periods. Under traditional 
accounting theory, executory contracts 
are not booked as liabilities because 
there is no corresponding debit; no 
expense account in the current period is 
affected nor is an asset created (see, e.g., 
Anthony and Reece [1977, p. 179]). 

(Certain exceptions have, nevertheless, 
been made to recording executory con- 
tracts on the balance sheet. One of them 
is the recording of a liability equal to the 
expected loss (which is expensed) when 
purchase commitments exceed the value 
of the goods to be purchased. As 
Hendriksen points out, however, this is 
less than perfect, because it assumes that 
the total amount of rights and obliga- 
tions is not relevant to users of the state- 
ments [1977, p. 449].) 

There is no need to become embroiled 
in discourse on the nature of liabilities 
generally. It is a commonplace that no 
adequate, all-encompassing definition of 
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the term exists (see, e.g., Financial Ac- 
counting Standards Board {1976]). The 
following discussion of the Olshan con- 
contract is not intended to be normative. 
Rather, it is meant to suggest the best 
accounting treatment of the Olshan con- 
tract within the confines of present 
accounting theory in this area. 

Natco’s obligation to pay Olshan 
$100,000 for 15 years is as fixed (in any 
realistic sense of the word) as it could be. 
How should it be accounted for? 

Arguably, an asset, “Future Consult- 
ing Services,” and a liability, “Obligation 
under Consulting Contract,” could be 
recorded. Such treatment has at least 
initial appeal, especially in the current 
atmosphere of balance sheet recognition 
of leases, inventory repurchase obliga- 
tions, and the like. 

However, is capitalization of an asset 
justifiable in the instant situation? An 
asset should represent the expectation 
either of cash inflows or the future reduc- 
tion of cash outflows. It embodies an 
economic benefit of one kind or another. 
Here, Olshan may perform services for 
Natco, which would undoubtedly benefit 
the Company, but he need not and may 
not; and, he may die. In that latter event, 
the “asset,” if it ever existed, no longer 
would, and an immediate write-off would 
be required. 

There is little sense to be made out of 
creating and booking an asset as fragile 
as this one. Olshan is not required to do 
anything at all for his fee to flow, each 
year, out of Natco and to him (or his 
estate). 

What Olshan has, in effect, is an an- 
nuity, an unsecured note providing for 
level payments. Indeed, could he not 
discount the consulting contract today 
with a lending institution? What Natco 
has, from this point of view, is only the 
potential that, since he is not legally 
obligated to perform, Olshan will, essen- 
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tially, donate his consulting services. 

There is no asset “Future Consulting 
Services.” 

Alternatively, and, indeed, following 
from the preceding discussion, it might 
be argued that the contract represents a 
direct, unrequited transfer of wealth 
from the stockholders of Natco to 
Olshan, that is, a non-reciprocal transfer. 
From this standpoint, a liability should 
have been booked, together with a corre- 
sponding expense entry, either at present 
value or at the full face amount of the 
obligation. 

This too, however, cannot be the cor- 
rect accounting. Olshan’s contract does 
not represent a non-reciprocal transfer; 
there was consideration for it. 

It is precisely because such considera- 
tion was past consideration, and is not 
future consideration, that balance sheet 
recognition of the obligation to Olshan is 
wholly within the framework of present 
accounting principles. 

Olshan received the contract in ex- 
change for giving up his option. It is par- 
ticularly important, therefore, to con- 
sider what, for accounting purposes, the 
nature of that option was. 

The option itself was, without question, 
additional purchase price paid by Natco 
on the acquisition. Olshan acted, not as a 
“finder” in the usual sense (because the 
original stockholders of Natco were inti- 
mately familiar with the BVD retail 
business), but certainly as a counselor 
and adviser. In a purchase transaction, 
the direct costs of acquisition—including 
finders’ and similar fees—are capitalized 
as part of the cost of the assets acquired 
[APB Opinion No. 16, para. 76]. Natco 
specifically states that Olshan received 
the option “‘in lieu of cash, for services in 
assisting in the negotiations with 
BVD ...” [Natco, 1976b, p. 22]. 

That consideration flows not to the 
seller but to a third party (here, Olshan) 
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in no way affects its being accounted for 
as additional purchase price. 

This does not, however, resolve the 
problem. Olshan’s rights under his op- 
tion agreement constituted, in effect, 
contingent consideration (see APB Opin- 
ion No. 16, para. 78). The Company’s 
obligation under the option agreement 
was not determinable in 1972. It de- 
pended on whether there would be a 
Natco public offering. Natco’s obligation 
was either (1) pursuant to the repurchase 
requirement, to pay cash for the shares 
received by Olshan under the option, or 
(2) simply, to issue the additional shares 
to him upon the exercise of the option, 
without a duty to repurchase such shares 
unless and until a public offering oc- 
curred. 

Generally accepted accounting princi- 
ples provide that, when the contingency 
is resolved, the cost of the acquired assets 
is adjusted upwards if the contingency is 
one based on earnings, but the recorded 
cost of the assets does not change if the 
contingency relates to changes in security 
prices [APB Opinion No. 16, paras. 
79-82]. 

Olshan’s option does not fit neatly into 
either of these categories; in such a situa- 
tion, APB Opinion No. 16 proffers an 
invitation to “infer” the appropriate 
treatment [para. 83]. 

Analytically, it would seem that the 
nature of Olshan’s consideration—and 
the accounting treatment thereof—de- 
pended on how the contingency was 
resolved. Had the Company paid Olshan 
under his put, would that not have been 
very near what an “‘earn-out” represents? 
That is, the Company would have been 
enabled to go public presumably because, 
among other things, operating results 
were good. On the other hand, if the 
Company did not go public and Olshan 
simply exercised the option and received 
additional Natco common stock without 
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possessing the right to simultaneously 
require repurchase thereof, then would 
that not have been akin to the notion ofa 
decline in security prices (calling for the 
issuance of additional securities) ?*1 

Still another complicating factor exists, 
however. The contingency was resolved 
by the Company’s going public, but 
Olshan took the consulting contract 
instead of exercising the put. Accounting 
practice is that, when agreements for 
contingent consideration in substance 
involve the payment of compensation 
for services, such additional considera- 
tion should be accounted for as period 
expenses [APB Opinion No. 16, para. 
86]. This, of course, is how Natco is 
accounting for it. 

The analysis is now, then, reduced to 
this: is Natco’s treatment apposite? Is 
Olshan’s contract “in substance” in pay- 
ment for services to be rendered? It does 
not seem so. Rather, is it not the case 
that the contract represents an agreement 
to make a stream of payments for past 
services? The contract was given in place 
of Olshan’s right to put the shares, and 
the option relating to such shares was 
given as finder’s fee. Should not the 
accounting treatment of the contractual 
payments be the same as that which 
would have attended the cash payment 
by Natco under the put? To treat these 
situations differently is to ignore both 
economic and financial accounting 
reality. 

Thus, there is a framework for record- 
ing Olshan’s contract as a liability. No 
asset “Future Consulting Services” 
should be set up in counterpoint to recog- 
nition of the liability, but the debit entry 
is directly at hand: the cost of the assets 
acquired should be increased. In this, 
one does nothing more than follow the 
spirit (albeit, admittedly, not the letter) 
of APB Opinion No. 16. Surely, however, 
it is a fundamental tenet of generally 
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accepted accounting principles that sub- 
stance, not form, should govern. 

The liability to Olshan should be 
booked not because liabilities under 
executory contracts generally should be 
recognized, but because it is in exact 
juxtaposition to acquisition cost and 
because period expense in the form of 
compensation for consulting services 
seems, both from an economic and an 
accounting standpoint, not to be a good 
description of that for which Olshan 
is being, and will be, paid. There is a 
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payments, without a corresponding legal 
right to receive anything; the obligation 
arose directly out of the renegotiation of 
Olshan’s right to require the repurchase; 
and such repurchase, to which Olshan 
would have been entitled upon the (then 
imminent) public offering, would, it is 
submitted, have constituted additional 
purchase price under generally accepted 
accounting principles. ‘ 
The obligation should show. 


VI. SUMMARY 


The opinions presented in this article 
regarding Natco’s accounting imply the 
following characteristics of, and chief 
effects upon, its financial statements. 


Net Income 


1. Net income for 1972-1975 was 
understated. if the analysis in this article 
of the Company’s deferred tax account- 
ing is correct. 

2. Net income for 1975 was overstated 
if the carrying value of the Notes was 
understated, since the extraordinary gain 
in that year would then have been less. 

3) Net income for 1972 was originally 


11 Also fascinating, but not relevant to the analysis in 
the text of what did occur, is the question of what the 
appropriate accounting would have been for Olshan’s 
exercising the option within the required five-year period, 
and the Company’s going public several years thereafter. 
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overstated because of the “pro forma” 
adjustments. 

4. Net income for the years 1972-1975 
was overstated if it is concluded that the 
eight percent rate of imputation on the 
Notes was unduly low, since additional 
imputed interest and, therefore, interest 
expense would have been charged against 
earnings. 


The Cost of the Acquisition 


1. The cost of the acquisition was over- 
stated if the original carrying value of the 
Notes was overstated. 

2. The acquisition cost was overstated 
if the imputation rate on the Notes was 
unduly low. 

3. The book value of the assets pur- 
chased in the acquisition seems to have 
been overstated, since no credit appears 
to have been made to any asset account 
on the 1976 reduction of 1972 net income. 

4. The acquisition costs are under- 
stated if the Olshan contract should have 
been recorded on the balance sheet in 
accordance with the argument presented 
in Section V. 


Funds Flows 


1. The treatment in the 1975 funds 
flow of the gain on extinguishment of 
debt is, from a technical standpoint, 
subject to criticism. 
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2. The funds effects of deferred taxes 
are omitted from the funds flow state- 
ments. 

3. The 1977 funds flow statement does 
not appear, on its face, to articulate with 
the balance sheets to which it relates. 

4, The funds flow statements for any 
given year are misstated if net income for 
that year is misstated. 


Retained Earnings 


1. If net income was understated be- 
cause of the deferred tax accounting, the 
retained earnings balances were under- 
stated. 

2. Retained earnings appear to be 
overstated because no debit appears to 
have been made to that account upon the 
reduction in 1976 of 1972 net income. 

3. Retained earnings are overstated if 
the extraordinary gain was overstated. 

4. Retained earnings are overstated if 
the imputation rate on the Notes was too 
low. 


Liabilities 
Liabilities are understated if the Olshan 
contract should be on the balance sheet. 


VII. CONCLUSION 


“Truth be veiled, but still it burneth’’ 
[Shelley, 1822]. 
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Comments 


The Relationship Between Pollution 
Control Record and Financial 
Indicators Revisited 
Kung H. Chen and Richard W. Metcalf 


RECENT study [Spicer, 1978] high- 
lighted the responsiveness of firms 
to corporate social responsibility 

and important financial indicators in 
stock investment decisions. That study 
purported to test the relationship of 
pollution indices to five financial indi- 
cators. The five financial indicators used 
were: (1) profitability, as measured by 
the ratio of income available to common 
stock equity; (2) size, as measured 
by the total assets; (3) total risk, as 
measured by the standard deviation of 
periodic stock return; (4) systematic 
risk, as measured by individual security 
contribution to portfolio risk, repre- 
sented by a portfolio index (Standard and 
Poor’s Composite Price Index); and (5) 
price/earnings ratio. 

Directional hypotheses were tested. 
Through non-parametric testing pro- 
cedures, Spicer concludes that there is 
evidence substantiating existence of a 
moderate to strong association between 
the investment value of a company’s 
common shares and its social perfor- 
mance record: 

Specifically, it was found that, for a sample 


drawn from the pulp and paper industry, 
companies with better pollution-control rec- 
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ords tend to have higher profitability, larger 

size, lower total risk, lower systematic risk 

and higher price/earnings ratios than com- 
panies with poorer pollution-control records 

[Spicer, 1978, p. 109]. 

Unfortunately, the result is still not as 
strong as expressed in Spicer’s statement. 
The purpose of this paper is to show (1) 
that the evidence is not as definitive as 
Spicer indicated, and (2) that the evidence 
rests on spurious relationships created 
through one or more intervening vari- 
ables. The reported significant associ- 
ations might not have been observed had 
the effect of intervening variables been 
controlled (or adjusted). An outline on 
constructing a model, based upon statis- 
tical relationships, is presented to facili- 
tate discussion. This is followed by an 
analysis of the relationship among vari- 
ables included in Spicer’s study. 
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FIGURE | 


POSSIBLE CAUSAL RELATIONSHIP AMONG X, Y, AND Z, TAKING Y AS THE DEPENDENT VARIABLE 
AND No Two-Way RELATIONSHIPS ALLOWED 
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Source: Adapted from Blalock [1960, p. 339]. 


CORRELATION AND SPURIOUS 
RELATIONSHIP 


Existence of a significant coefficient of 
correlation between two variables X and 
Y, for example, often serves as evidence 
of an association between X and Y and 
warrants the use of X as a predictor of 
Y’s magnitude. Furthermore, if sup- 
ported by theory, X can be regarded as a 
cause of Y.' In any empirical study, 
conclusions and further references are 
valid, however, only if the relationship is 
not spurious. A significant association 
created through a spurious empirical 
relationship is meaningless in testing 
predictability. 


Relationships Among Variables 


Observed relationships among vari- 
ables can be genuine or spurious. A 
spurious relationship between two vari- 
ables XY and Y exists if a third variable Z 
causes, either directly or indirectly, both 
X and Y and there is no direct relation- 
ship between X and Y. To clarify rela- 
tionships among variables, consider the 


a S 


cases of three variables.* Let Y be the 
dependent variable or the variable whose 
value is of ultimate interest in the investi- 
gation, and let X and Z be the variables 
whose relationships with Y are the focus 
of the study. Figure 1 exemplifies possible 
relationships among these variables. A 
directional arrow denotes existence of 
direct effect from one variable to the 
other. Lack of a directional arrow be- 
tween two variables indicates that any 
relationship between the variables shown 


’ Statisticians carefully point out that correlation 
analysis cannot be used directly to establish causality be- 
cause of the fact that correlations merely measure co- - 
variation or the degree to which several variables vary 
together. In employing correlation analysis, a researcher 
is, at least implicitly, assuming the existence of casual 
relationships among variables being correlated. As 
Blalock points out, one of the basic aims of any science 
is to establish causal relations. “Regardless of one’s 
philosopnical reservations concerning the notions of 
cause and effect, it is extremely difficult to think theoreti- 
cally in any other terms” [Blalock, 1960, p. 337]. 

? Similar analyses can be made for cases with more 
than three variables. Readers interested in detailed dis- 
cussions on general cases are referred to works by Blalock 
[1962, 1964, 1968] and Simon [1957]. 


170 





The Accounting Review, January 1980 


FIGURE 2 


SPICER’S MODEL OF RELATIONSHIPS AMONG POLLUTION CONTROL INDICES, 
FINANCIAL INDICATORS, AND OTHER VARIABLES 


X 
Pollution 
Control 
Performance 


Y 


Z 
Other Operating and 
Financial Characteristics 
not included in (Y) 


Resultant Characteristics, 
as Represented by 
Financial Indicators 


in a correlation analysis is spurious.? 
Using the variables included in the 
Spicer study, X is one of the pollution 
control indices, Y is one of the financial 
indicators, and Z can be either one of the 
financial indicators not designated as Y 
or a variable that was not included, even 
though it should have been. In diagram 
(a), no relationship exists between any 
pair of variables X, Y, and Z, whereas (b) 
indicates that X has a direct effect on Y. 
Other variables, as represented by Z, 
have only random effects on both X and 
Y. The relationship represented in (f) is 
that both X and Y are affected by Z and 
any relationship shown between X and Y 
is spurious even though it reflects the 
common effect of Z on both X and Y. The 
three-arrow diagrams (i) and (j) indicate 
that both variables X and Z have direct 
effects on the variable Y, whereas one of 
the variables X and Z also has direct 
effects on the other variable. 


Clarification of Relationships 


In the discussion and conclusion in the 
Spicer paper, it is implied that the rela- 
tionships between a firm’s performance 
on pollution control X and its financial 





indicators Y are one or more of those 
depicted by diagrams (b), (d), (e), (h), @), 
and (j); diagrams excluded are those that 
indicate no relationship between XY and 
Y.* These relationships can be sum- 
marized as in Figure 2. Possible relation- 
ships, represented by the dotted lines, 
may or may not exist. It seems that based 
on the Spicer’s discussions, none of the 
dotted lines are assumed to exist since he 
did not indicate the possible existence of 
any variable having the characteristics 
of Z. 


(1) Correlation Coefficients and Relation- 
ships Among Variables 


With this clarification of possible rela- 
tionships among variables, the next ques- 
tion is which model depicted in Figure 1 
best describes the true relationship 
among X, Y, and Z? To distinguish 
among various models, it is necessary to 
examine the relative magnitudes of the 


* Two-way arrows are excluded in these diagrams. 
Through a careful selection of events in a time sequence, 
the effect can be placed in one direction or the other but 
not mutually effected simultaneously. 

* Conceivably, (e) and (f) can be included also. How- 
ever, the relationship between X and Y in these two 
diagrams is spurious, by definition. 
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correlation coefficients among pairs of 
variables. For the first three, (a), (b), and 
(c) models, the magnitudes of correlation 
coefficients among variables dictate 
which model represents the relationships 
among variables. In (d), both X and Z 
have effects on Y, while there is no direct 
relationship between X and Z. Since X 
and Z are independent, Z is a disturbing 
factor (from the point of view of the 
relationship between X and Y). A con- 
trol” of the variations in Z reduces ran- 
dom variations in Y with respect to the 
variations in XY and makes the relation- 
ship between X and Y most distinct. 
Control of variations in Z increases the 
magnitude of correlation between Y and 
Y. If the control is achieved, through 
adjusting for the effects of Z on X and Y, 
then it is expected that the partial corre- 
lation pyy.z will be greater than the zero- 
order correlations pyy. 

In cases (e) and (f), control of vari- 
ations in Z weakens the relationship 
between X and Y. In fact, if Z is the 
background factor that affects both X 
and Y, and if the relationship between XY 
and Y is spurious, the control of Z 
causes the relationship between X and Y 
to approach zero. Similar results can be 
expected between Y and Z in (g) and (h), 
if variations of X are controlled. In (i) 
and (j), control of an independent vari- 
able does not weaken the relationship 
between Y and the other independent 
variable to the extent that no relationship 
exists. This is because X has a direct 
effect on Yin (i), for example, and control 
of variations in Z will not weaken signifi- 
cantly the relationship between X and Y. 
If control of variations in Z weakens the 
relationship between X and Y to the 
extent that a significant relationship 
between X and Y no longer exists, then 
the appropriate model is not (i), rather, 
it should be (e).°® 
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(2) Regression Coefficients and Relation- 
ships Among Variables 


Examinations of the magnitudes of 
correlation coefficients among variables 
help to ascertain relationships among 
variables. One should take care, however, 
in distinguishing relationships such as 
those represented by (e) and (g) or by (f) 
and (h). In these models a common 
background factor affects the other inde- 
pendent variable and this may or may 
not directly affect Y. As an example, 
relationships depicted in cases (f) and 
(h) are quite distinct. In (h), the variable 
X has a direct effect on Y, while the 
relationship between X and Y in (f) is 
spurious, even though both have Z as a 
common background factor. In both of 
these cases, the control of variations in Z 
weakens the relationships between X and 
Y. Such a control may reduce the effect 
of X on Y to the extent that significant 
relationships between X and Y in (f) and 
(h) no longer exist. In the case of (h), 
such inference is incorrect. 

To avoid reaching an erroneous con- 
clusion from observing correlation coeffi- 
cients among pairs of variables in ascer- 
taining the model that depicts the true 
relationships, it is necessary also to 
compare regression coefficients. A con- 
trol of variations in the common factor 
may cause a significant correlation coeff- 
cient to become statistically insignificant, 
whereas the significant relationship in 


* To control the effect of a third variable on two or 
more variables that are of interest in an investigation, it 
is ideal to investigate the relation between two variables 
within categories of the third variable. The large sample 
required usually renders such a procedure impractical. 
The term “control” referred to here and in the remainder 
of the paper is a control through partial correlation. 
Partial correlation “controls” by adjusting values of the 
other variables through considering the scores of the 
third (control) variable. 

6 A detailed discussion of these analyses is presented 
by Blalock, especially in Blalock [1960, pp. 329-343]. 
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regression coefficients is not affected. 
This occurs even if a direct relationship 
were to exist between the dependent and 
independent variables. In this case, both 
the partial correlation coefficient pyy.z 
and the regression coefficient Byy z ap- 
proach zero in (f), whereas only the 
partial correlation coefficient pyy. z ap- 
proaches zero in (h) (Blalock, 1968, pp. 
175-6). 


A FURTHER ANALYSIS OF ASSOCIATION 
BETWEEN POLLUTION CONTROL INDICES 
AND FINANCIAL INDICATORS 


Validity of Spicer Study 


Spicer applies two different tests to 
data from 1968 to 1973. Financial vari- 
ables of this period are averaged over 
three overlapping periods: 1968-73, 
1969-71, and 1971-73. Two pollution 
indices, one based on percentage of pro- 
ductive capacity adequately controlled 
and the other on percentage of mills 
adequately controlled, are constructed 
for the years 1970 and 1972. Twelve test 
statistics are reported for each financial 
variable. In each case, detailed levels of 
significance at which the null hypothesis 
of no correlation between the perfor- 
mance on pollution control and the 
financial indicators can be rejected are 
reported. 

The results reported in the Spicer 
study were examined using .05 as the 
level for testing significance.’ Our exami- 
nation reveals that Spicer’s conclusion 
“that...companies with better pollu- 
tion-control records tend to have higher 
profitability, larger size, lower total risk, 
lower systematic risk and higher price/ 
earnings ratios than companies with 
poorer pollution-control records”? (p. 
109) is far from justified. At the .05 level 
of significance, such a conclusion can be 
drawn only for three of the five financial 
variables: profitability, size, and price/ 
earnings ratios. The result of tests of 


The Accounting Review, January 1980 


significant association between pollution 
control record and total risk and between 
pollution control record and systematic 
risk indicates that observed evidence is 
not significantly different from random 
variations, except in two cases (out of 24). 
The null hypothesis would be rejected 
even less often if a more stringent signifi- 
cance level (say, .01) were used. 


Pollution Control and Profitability 


In assessing the results of the empirical 
tests, consider this fundamental ques- 
tion: Is it logical to expect the perfor- 
mance on pollution control to have 
significant effects on profitability of 
operations, size of the firms, variations of 
periodic returns on stock investments, 
extent of price variations that can be 
explained by market factors, and price/ 
earnings ratios? A test of association is 
meaningless unless the answer for each 
of the related variables to the pollution 
control indices is affirmative. Conceiv- 
ably, performance in pollution control 
can have effects on security prices. This 
effect will be reflected in the measures of 
total risk, systematic risk, and price/ 
earnings ratio. It is difficult to see, how- 
ever, why a firm’s pollution control 
record would have positive, significant 
effects on the result of operations and 
size of the firm. 

Typically, management is reluctant to 
incur expenditures for pollution abate- 
ment on the ground that these additional 
expenditures would reduce the reported 
earnings in financial statements. Yet this 
is the basis for the measure of profitability 
used by Spicer. Economically, a firm with 


7 Jt ig not clear what level of significance should be 
used in assessing the results reported. Labovitz [1968 } 
suggests 11 criteria that should be considered by re- 
searchers in selecting the level of significance for testing 
hypotheses. The .05 level of significance was used in the 
table because Spicer seemed, more or less, to suggest this 
level of significance in his discussions [Spicer, 1978, pp. 
105 and 108]. 
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high earnings is more likely to incur 
pollution abatement costs than one with 
low earnings. Although such a relation- 
ship yields a significant association be- 
tween pollution control record and profit- 
ability, the relationship is meaningless 
for the purpose of Spicer’s study—to 
provide empirical evidence on the impor- 
tance of disclosing a company’s social 
performance record. A positive conclu- 
sion for the research question addressed 
can be drawn only if an improvement 
in pollution control leads to better prof- 
itability of the firm. Spicer’s reported 
evidence did not show the temporal 
sequence of better pollution control lead- 
ing to a higher profit. 


Size Effect 


The same relationship expected be- 
tween pollution control record and profit- 
ability should also exist between pollu- 
tion control record and size of operation. 
It hardly seems possible for the result of 
controlling pollution to have a positive 
effect on the size of operation. Rather, 
with the visibility of larger firms® and the 
severe effects of pollution from large 
operations on the environment, a large 
firm tends to do more, either voluntarily 
or involuntarily, on pollution control. 

Size of operation, moreover, may have 
a significant effect on the other four 
financial indicators included in Spicer’s 
study. Supporting this idea is a study 
investigating the relationship between 
various accounting and market-based 
measures (Beaver et al., 1970), which 
found that market-based risk measures 
correlated negatively with asset size, as 
measured by the firm’s total assets. 
Exactly the same relationship between 
these variables is expected to exist in the 
data reported in the Spicer study. The 
results show that the pollution indices 
have positive associations with size of 
firm, whereas the same indices have 
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negative associations with the market- 
based risk measures. In other words, size 
may be a background factor that causes 
significant association between pollution 
control indices and each of the other four 
financial indicators. Referring to Figure 
1, such a relationship is represented by 
diagrams (f), (h), and (j), with Z denoting 
size, X denoting a pollution control 
index, and Y denoting one of the other 
four financial indicators included in the 
study. Conceivably, diagram (d) may also 
represent the relationship. In (d), both 
size and pollution control have signifi- 
cant effects on the financial indicators, 
whereas no significant relationship exists 
between pollution control index and 
size—a situation rejected on the basis of 
strong association between these two 
variables reported by Spicer [1978, pp. 
105-108]. 


Replicating the Study 


Further analyses are needed to sepa- 
rate models (f) and (h). These analyses 
require use of product-moment correla- 
tions between size and other financial 
indicators. Since these data are not 
available in Spicer (1978), the procedures 
described in the Spicer paper were fol- 
lowed to obtain financial variables. To 
ensure that these data conform with those 
reported by Spicer, the Spearman rank- 
order correlation tests were made. With 
minor differences in magnitudes of corre- 
lation coefficients, the results in the levels 
of significance are essentially the same as 
obtained by Spicer [1978, pp. 105-107]. 

Spicer used non-parametric statistics 
because he was concerned that the data 
might not satisfy the strict assumptions 


8 Evidence of the effect of firm size on managerial be- 
havior was reported recently. It was found that the 
single most important factor explaining managerial 
behavior with regard to the proposed general price level 
adjustments of the Financial Accounting Standards 
Board is firm size [Watts and Zimmerman, 1978, p. 131). 
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underlying the parametric statistics. Yet, 
parametric tests are needed to determine 
the relationships among these variables, 
There is extremely strong evidence— 
both mathematical and empirical—that 
parametric tests are very robust under 
violation of assumptions (see, eg., 
Boneau [1960], Lord [1953], Anderson 
[1961], and Baker et al. [1966]). As a test 
on suitability of the product-moment 
correlation coefficients for further analy- 
ses in this study, hypotheses were tested 
using the product-moment correlation 
coefficients. 

Comparison of the coefficients and 
levels of significance between those from 
the Spearman rank-order correlation 
procedure and those from product- 
moment correlation procedure reveals 
almost identical results. These results 
agree with Boneav’s finding on the effect 
of violating the normality assumption 
[Boneau, 1960, p. 62]. 


Visualizing the Relationships 


To determine whether the size variable, 
Z, is a background factor for the signifi- 
cant association between pollution in- 
dices, X, and one of the other four finan- 
cial indicators, Y, either variations in Z 
need to be controlled or the effects of 
variations of Z on the other two variables 
need to be adjusted. If Z is a dominant 
background factor for the other two 
variables, then the adjustment of the 
effects of Z on X and Y causes the partial 
correlation pyy.z to approach zero. If the 
relationship is like the one depicted in 
diagrams (b) or (d), then the observed 
significant association between X and Y 
remains even though variations in Z are 
held constant statistically. Table 1 re- 
ports the result of tests of association 
between pollution indices and financial 
indicators, holding the effects of size 
variations constant. Compare these re- 
sults with those reported in Spicer [1978]. 
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The results indicate that the conclusion 
of a moderate to strong association 
between pollution control record and 
financial indicators is not justified. At the 
.05 level of significance, the null hypothe- 
sis of no relationship between a pollution 
index and a financial indicator cannot be 
rejected in any case; only four out of a 
total of 24 cases can be rejected if the 
level of significance is increased to .10. 
This is true when the effect of size on 
these two variables was adjusted. Conse- 
quently, it is highly improbable that 
either (b) or (d) represents the relation- 
ship among the pollution indices, size of 
operation, and one of the other four 
financial indicators. Our analyses sug- 
gest that the relationships among these 
variables is as described in Figure 3. 
Relationships represented by the dotted 
lines in Figure 3 may or may not exist. If 
the line between Y and Y does not, in 
fact, exist, then the relationship is de- 
picted by (f); if the line between Z and Y 
does not exist while the directed arrow 
between X and Y exists, then the relation- 
ship is represented by (h); if both dotted 
lines exist, then the relationship is the 
one described by (j). 

If the relationship is (h) or (j), then a 
control for Z weakens the correlation 
between X and Y but does not affect the 
expected value of the regression coeffi- 
cient between X and Y, to the extent that 
it becomes insignificant. If the relation- 
ship is (f), a control for Z will weaken 
both the correlation coefficient and the 
regression coefficient [Blalock, 1968, pp. 
175-76]. Thus, there 1s a means to dis- 
criminate between these relationships. 
Table 2 reports the results of regressing 
the other four financial indicators, taken 
one at a time, on a pollution index and 
on size. Both the regression coefficients 
and their corresponding t-value are re- 
ported in the table. With only one excep- 
tion, the regression coefficients are not 
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FIGURE 3 


RELATIONSHIP AMONG SIZE, POLLUTION CONTROL AND OTHER FINANCIAL CHARACTERISTICS 
As SUGGESTED BY THE DATA USED IN SPICER [1978] 


X 
Pollution 
Control 


Performance 








Y 
One of the Following 
Financial Measures: 
Profitability, Total 
Risk, Systematic Risk, 
and Price/Earnings 
Ratio 









TABLE 1 


COEFFICIENTS OF PARTIAL CORRELATIONS OF POLLUTION INDICES AND TOTAL RISK, SYSTEMATIC RISK, 
AND PRICE/EARNINGS RATIO WITH SIZE CONTROLLED* 


6 Years (1968-73) 3 Years (1969-71 3 Years (1971-73) 
Capacity 
(1970) 


Productive Productive Productive 
Mills 
(1970) 
0.0715 
(0.393) 




































Mills 
(1972) 








0.4108** 0.3809** 










Capacity Capacity 
(1970) (1972) 
0.1578 0.0897 0.1470 
Profitability 
(0.273) (0.366) (0.287) (0.057) (0.073) 
0.0916 0.0715 —0,1650 0.1864 ~ 0.0773 —0.1585 
otal Risk 
(0.363) (0.393) (0.263) (0.237) (0.388) (0.279) 
— 0.1580 ~ 0.1787 0.1904 0.2910 —~0.3866** | —-0.3832** 
(0.272) (0.246) (0.232) (0.129) (0.070) 
— 0.0208 0.0390 0.0539 0.1250 — 0.2123 
P/E Ratio 
(0.468) (0.441) (0.419) (0.316) (0.215) 
* Coefficients of partial correlation are reported in the table; the corresponding levels of significance are reported in 


parentheses directly below. 
** Significant at the 0.10 level of significance. 


















(0.071) 
— 0.2105 
(0.217) 
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TABLE 2 
REGRESSION COEFFICIENT OF THE INDEPENDENT VARIABLE POLLUTION INDEX WHEN SIZE Is INCLUDED* 






| 6 Years (1968-73) | Years | 6 Years (1968-73) | 


Productive 
| Capacity Mills 
(1970) (1970) 






| Dependent Variable 











3 Years | 3 Years (1969-71) | 


Productive =ar Productive EI 
Capacity Mills Capacity Mills 
(1970) (1970) (1972) (1972) 

l | 0.2749 | 0.0625 į 0.1697 0.3876 0.2730 
Bihi 
} 0.1458 0.0894 — 0.1861 0.21133 — 0.0789 — 0.1690 
en {oe es Len an e 
i : 0.2583 0.3312 — 9.3990 —0.41313 
| 0.0363 0.1061 0.0976 — 0.1186 0.89129 





| 3 Years(1971-73) | Years | 3 Years(1971-73) | 


: * Beta coefficients are reported in the table. The number in parentheses is the corresponding ¢ value for the regression 


coefficient in the same cell. 


significantly different from zero. The 
argument that X has a direct effect on Y, 
mediates the effect of Z on Y, or com- 
pletely contains the effect of Z on Y, isnot 
substantiated. The appropriate relation- 
ship is the one represented by (f), in that 
size is an explanatory variable for both 
pollution control and financial indi- 
cators. 

An examination of data over time 
gives additional evidence of the spurious 
relationship between pollution indices 
and financial indicators. Although Spicer 
found statistically significant association 
at the .05 level on three out of the five 
measures with the 1970 pollution control 
indices, the same results are not obtained 
when 1972 pollution control indices were 
correlated with financial data of a later 
period. Spicer reasoned that the differ- 
ence resulted from substantial improve- 
ments in pollution control between 1970 
and 1972. Although the general levels of 


pollution control of the companies stud- 
ied have improved, not all companies 
have the same pollution record. The rank 
correlation of pollution indices between 
1970 and 1972 shows that the null hy- 
pothesis of no correlation can be rejected 
at the .01 level of significance. Further- 
more, the ranges of variation in these 
two years do not have substantial differ- 
ences. It can be expected that if the 
variations in pollution indices have a 
legitimate relationship with the financial 
indicators, the same results would be ob- 
tained in data of the two time periods. 
Pollution indices in both 1970 and 1972 
vary over wide ranges. The fact that the 
associations of pollution indices with the 
financial indicators in the second time 
period (1971-73) are not significant sug- 
gests that the significant association ob- 
served in the first time period (1969-71) 
might result from the effects of other 
variables. 
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CONCLUSION 


Further analyses of the data used in 
Spicer (1978) indicate that the moderate- 
to-strong associations between pollution 
control record and financial indicators 
are spurious due to at least one common 
background variable—size. This result 
is in direct conflict with Spicer’s conclu- 
sions. It is highly improbable. that the 
data suggest the importance of the dis- 
closure of corporate social responsibility 
performance. 

By no means is size the only possible 
background factor. Several other vari- 
ables (financial and economic) are known 
to affect the financial indicators included 
in Spicer’s study. A clearer picture would 
have been provided were effects of other 
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background factors considered in 
Spicer’s analysis. 

The result of this study should not be 
interpreted as evidence that investors 
are indifferent in regard to corporate 
social performance. An investor’s pri- 
mary concern is return on his investment, 
and a concern for pollution control -is 
relevant to the extent that failure to have 
adequate pollution control endangers 
earnings of the firm. As long as a firm has 
a satisfactory performance on pollution 
control, there is no reason for investors 
to be concerned. Any negative effect of 
pollution control performance on finan- 
cial indicators is, perhaps, confined to 
firms with poor pollution control records. 
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The Relationship Between Pollution 
Control Record and Financial 
Indicators Revisited: 
Further Comment 


Barry H. Spicer 


N their comment Chen and Metcalf 
[1979] question the findings reported 
in Spicer [1978a] regarding ob- 

served associations between the pollution 
control records of a sample of companies 
drawn from the pulp and paper industry 
and a number of their financial indica- 
tors. I will deal first with what I believe is 
a fundamental misinterpretation of the 
purpose of my study. Second, I will make 
some general remarks about the authors’ 
extreme view of research. And finally, I 
will comment on some of the issues they 
raise with respect to the validity of my 
study and the relationships among vari- 
ables said to be implied. 


MISINTERPRETATION OF PURPOSE 


A reading of Chen and Metcalf’s com- 
ment reveals a fundamental misinterpre- 
tation of my study. In my opinion, this 
misinterpretation reduces the import of 
their comment. The authors clearly indi- 
cate throughout their comment that they 
believe that my objective was to test for 
causal relationships between companies’ 
pollution control records and a number 
of their financial indicators. Throughout 
my study, I use the word “‘association”’ 
repeatedly. I did not use the words 
“causal relationship’ for good reason. 
My primary objective was to determine 
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whether a perceived association between 
corporate social performance (as indi- 
cated by companies’ pollution control 
records) and the investment worth of 
corporations’ securities (as indicated by 
a number of financial indicators) was 
borne out by observation. My objective 
was not to determine whether a causal 
relationship runs from companies’ pollu- 
tion control records to levels of a number 
of their financial indicators. 

In Spicer [1978a, pp. 95-98] under the 
heading “Investor Perceptions of Risk/ 
Return and Corporate Social Perfor- 
mance,” I reviewed the results of a survey 
of institutional investors conducted by 
Longstreth and Rosenbloom [1973] on 
the subject of the association between 
corporate social performance and invest- 
ment in corporate securities. I also re- 
viewed a number of comments, argu- 
ments and assertions on this subject in 
the academic literature [Narver, 1971; 
Bowman, 1973; Bragdon and Marlin, 
1972]. This review revealed a seemingly 
widespread view that a moderate to 
strong association exists between the 
risk/return profile of corporations’ securi- 
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ties and their attention to certain key 
issues of social concern. The section was 
concluded with the following statement: 


The question of interest here is whether the 
presumed association between corporate so- 
cial performance and the investment worth 
of a corporation’s securities is borne out by 
actual observation [Spicer, 1978a, p. 98]. 


Any reader of an empirical study who 
reads the work “association” used care- 
fully (as I believe it was throughout my 
study) should realize that causality is not 
being reported. Whether investor percep- 
tions were based on explicit causal rea- 
soning, experience or intuition, was not 
specifically at issue in my study. However, 
it should be self-evident that the various 
reasons given by investors and others for 
the formation of these perceptions may, 
or may not, be correct. I do not dispute 
this, and itis misleading to assert, as Chen 
and Metcalf do, that other relationships 
as represented in their Figure 1 were 
assumed by me not to exist. To repeat, 
my primary objective was to determine 
whether the perceived association was 
observable. Clearly, if the perceived 
moderate-to-strong association had not 
been observed, the validity of the per- 
ception (irrespective of the manner in 
which it was arrived at) would have been 
in serious doubt. In keeping with my 
primary purpose, my study concludes 
with the statement that “the findings 
reported are consistent with stated inves- 
tor perceptions.” 


AN EXTREME VIEW OF RESEARCH 


It is apparent from Chen and Metcalf’s 
comment that they hold a rather extreme 
view of what constitutes research. While 
their views on this matter are not always 
fully stated, there do seem to be three 
themes running throughout their com- 
ment. They include the notions: (1) that 
to qualify as research an empirical study 
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must attempt to establish causality, (2) 
that causality can be determined empiri- 
cally, and (3) that determination of a 
causal relationship is necessary for pre- 
diction. Brief comments will be offered 
on each of these points 1n turn. 

In my opinion the view that a particular 
empirical study must attempt to establish 
causality to be considered “research” is 
unwarranted. Theory building, viewed as 
the development of causal explanations 
of observed phenomena, must start some- 
where and may involve processes of both 
induction and deduction [Dubin, 1976, 
pp. 18-19]. One obvious place to start is 
with observation and description of the 
real world and with the noting of correla- 
tions among variables of interest.1 To 
report that companies’ pollution control 
records are associated (correlated) with 
some financial indicators of companies’ 
investment worth is to report a. descrip- 
tive statement about data points (the 
description in this case turning out to be 
generally consistent with stated investor 
perceptions). Are such descriptive state- 
ments to be excluded because they do not 
meet Chen and Metcalf’s view of re- 
search? If so, then there is a considerable 
amount of work in the social sciences and 
accounting-related literature that does 
not qualify. As an example, consider the 
empirical work published in both man- 
agement and accounting journals dealing 
with contingency models of organization. 
For the most part, the methodological 
approach utilized has focused on pattern 
finding among variables, with any theor- 
izing coming post hoc as observed corre- 
lations are interpreted or explained. 


? Dubin [1969, pp. 85, 226-228] makes a strong case 
for systematic description as providing the base on 
which theories are built. 

? A large proportion of recent studies that have in- 
cluded empirical investigations of the association be- 
tween market-based measures of risk and various fi- 
nancial and other firm-specific variables also fall into 
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While this approach has been criticized 
[Gerwin, 1979, Ford and Slocum, 1977, 
and Kimberly, 1976], it is inherently 
neither a good nor a bad approach to 
theory building—unless perhaps one is 
involved in running correlations between 
variables chosen at random. 

The real test is whether descriptive 
statements and post hoc explanations 
lead to the development of causal expla- 
nations and propositions from which 
hypotheses dealing with consequences 
can be deduced and tested. While post 
hoc theorizing was limited in my study, 
it is a legitimate next step to consider 
why the reported associations are ob- 
served. The consideration of substantive 
plausible rival hypotheses (which may 
take one or more of the formal forms 
shown by Chen and Metcalf in their 
Figure 1) is important at this stage.’ 

The second theme that runs through- 
out Chen and Metcalf’s comment is the 
notion that causality can be determined 
empirically. The authors repeatedly talk 
about determining the “true relation- 
ship” among variables by a formal 
examination of correlation and regres- 
sion coefficients. This is incorrect. While 
such formal, analysis may be useful in 
choosing among plausible alternative 
rival hypotheses, this does not constitute 
an empirical determination of the true 
causal relationship among variables. 
Dubin [1976, p. 30] is quite clear on this 
point when he states that “one can never 
test a relationship, the possible test being 
only the consequences of a relationship.” 
Consequences refer to the values taken 
by one or more of the units that may be 
predicted from the lawful relationships 
among the units of the underlying theo- 
retical system. The development of these 
“lawful,” “‘causal,”’ or “true” relation- 
ships is the function of theory. Dubin 
notes that this simple point is often 
ignored or misunderstood. Even Blalock 
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[1964] whose work is drawn on exten- 
sively by Chen and Metcalf in their com- 
ment is clear on this point as is demon- 
strated when he states, “One admits that 
causal thinking belengs completely on 
the theoretical level and that causal laws 
can never be demonstrated empirically” 
[p. 6]. But perhaps this is a misinterpre- 
tation of Chen and Metcalf’s view. 
Certainly, I would have less difficulty 
with their discussion if their point were 
simply that the analysis they go through 
(see their Figure 1 and related discussion) 
provides a formal method for consider- 
ing plausible rival hypotheses. If this 
is the case, two further points should 
be made, because they are not clearly 
made by the authors. First, the authors’ 
discussion describes a method whereby 
plausible rival hypotheses can be formally 
examined. This in itself, is a far less diffi- 
cult task than coming up with the sub- 
stantive rival hypotheses that are to be 
examined. In particular, which Zs (i.e., 
other variables) are plausible contenders 
given the research question? There may 
be many Zs for any hypothesis, and given 
limited time and resources, the real 
difficulty lies in distinguishing the plausi- 
ble from the implausible in terms of sub- 
stance. [Ellsworth, 1977, p. 613]. Second, 
in general, when formally considering 
plausible rival hypotheses, the partialling 
out of Z statistically is less satisfactory 
than attempting to find settings that pro- 
vide more explicit controls. Consider 
relationship (f) in Figure 1 (which Chen 
and Metcalf claim is the appropriate 
relationship for the data in my study) as 
a plausible alternative to relationship (b). 


this category. It is only recently that researchers have 
begun to focus attention on the theoretical relationship 
between financial variables and market determined risk. 
See for example, Bowman [1979]. 

3 See Ellsworth [1977] for an excellent discussion of 
the important role of plausible rival hypotheses in the 
hypotheses testing process. 
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About this case Ellsworth [p. 613] writes: 


Having decided upon the plausible [rival 
hypotheses], one has several options: (a) to 
choose a control setting in which Z is absent 
(or at an improbable level), in which case if 
Z is essential, X and Y should also be low or 
absent; (b) to choose a setting in which Z is 
at a constant level, in which case if Z is 
essential, X and Y should not vary; (c) to 
choose settings with and without Z (this of 
course is necessary if one’s hypotheses is that 
Z causes both X¥ and Y); (d) to choose a 
setting in which Z is absent and X can be in- 
troduced; (e) to choose a setting in which it is 
possible to interfere with Z and examine the 
effects on XY and Y; and (f) to choose any old 
setting where all three could be present and 
partial out Z statistically. This last option is 
less satisfactory, as pointed out by Campbell 
and Stanley (1966) in their discussion of ex- 
post facto designs, since many important Z’s 
are extraordinarily complex, and partialling 
out a portion may still leave many spurious 
correlations [emphasis added]. 


Chen and Metcalf in their footnote 5 
indicate that where a researcher is inter- 
ested in controlling the effects of a third 
variable on two or more variables of 
interest, it is ideal to investigate the rela- 
tion between two variables within cate- 
gories of the third variable. They indicate 
that the large sample required usually 
renders such a procedure impracticable; 
hence their choice of control through 
partial correlation. However, in general, 
these are not the only two methods of 
control as Ellsworth’s statement makes 
clear. The researcher may have several 
options to choose from. While the one 
chosen by Chen and Metcalf may be the 
only feasible choice for controlling a 
third variable such as size with respect to 
the other variables in my study, it is 
important to understand that this method 
may still leave many spurious correla- 
tions. 

Finally, we come to the view that de- 
termination of causality is necessary for 
prediction. In this regard, Chen and 
Metcalf assert that “‘a significant associa- 
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tion created through a spurious empirical 
relationship is meaningless in testing 
predictability.” Such a statement finds 
very little (if any) support in the research 
literature. If a researcher is specifically 
interested in explanation, or in control 
from a policy standpoint, prediction 
based on some understanding of under- 
lying cause and effect relationships is 
clearly desirable. However, lack of such 
understanding does not preclude accu- 
rate prediction. Indeed, the researcher 
may be mainly interested in prediction 
and may not care about determining 
underlying cause and effect relationships. 
In such cases, an empirical approach 
which finds that the values measured on 
two or more units are related or corre- 
lated, may give rise to accurate predic- 
tions if, beyond some chance level, it is 
discovered that these measured values are 
systematically associated [Dubin, 1976, 
p. 32]. Similarly, Cohen and Cyert [1965, 
p. 27] in their discussion of theoretical 
model building in economics, note that 
“it is conceptually possible to have a 
model which predicts without providing 
an adequate explanation of the phenom- 
ena.” Consider, for illustrative purposes, 
diagrams (e) and (f) in Chen and Met- 
calf’s Figure 1. In diagram (f), the rela- 
tionship ZX, Z— Y is shown. Is it not 
possible that a useful predictive relation- 
ship could exist between X and Y—par- 
ticularly if the underlying causal variable 
Z is impossible or expensive to observe 
and measure? In diagram (e), X leads to 
Y via an intervening variable Z. Again, is 
it not possible that a useful predictive 
relationship could exist between X and 
Y? About this latter situation, Ellsworth 
(1977, p. 613] writes: 


Many investigators, especially those with 
practical concerns, may not regard this as a 
serious problem, and indeed during the early 
stages of hypothesis formation and research, 
the hypothesis may not be so sharply delin- 
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eated that the X-Z- > Y possibility can even 
be considered a definite “rival.” Instead, the 
investigator may predict that X— Y and not 
yet be concerned with the exact processes by 
which this occurs.. 
Confirmation of the fact that empirically 
based approaches can yield accurate pre- 
dictions (superior in some cases to 
sophisticated models based on cause- 
and-effect relationships) is present 
throughout the forecasting literature. 
Makridakis and Wheelwright [1978, pp. 
580-587] comment at length on two 
categories of forecast methods: causal 
(regression) models and time series mod- 
els which, unlike explanatory forecasting 
models, treat the underlying generating 
process as a black box. Based on their 
review of the evidence, Makridakis and 
Wheelwright conclude that it seems 
plausible to accept the hypothesis that, 
in fact, time series methods can do as well 
on an accuracy basis as regression meth- 
ods. One example given by Makridakis 
and Wheelwright [p. 582] is a study by 
Naylor et al. [1972] comparing the 
‘Wharton Econometric Model with the 
Box-Jenkins approach (1963-67). This 
study indicates that the accuracy of 
ARMA models of the Box-Jenkins meth- 
odology is considerably better than the 
accuracy of the Wharton econometric 
method. 


VALIDITY OF STUDY AND RELATIONSHIPS 
AMONG VARIABLES 

Based on their formal analysis, Chen 
and Metcalf make a number of state- 
ments about the validity of my study and 
the relationships among variables they 
say were implied. I will confine my re- 
marks to some of their key criticisms in- 
sofar as I understand them. 

First, their discussion under the head- 
ing “Validity of Spicer Study” is am- 
biguous. However, they appear to be 
trying to make two points: (1) that I 
misinterpreted my results, drawing con- 
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clusions about the association between 
companies’ market measures of risk and 
pollution control records that were not 
justified, and (2) that if I had used a more 
stringent level of significance for testing 
purposes, the results would be even less 
significant. As to their first point, I will 
leave it to readers of Spicer [1978a] to 
judge. The level of significance associated 
with each association reported between 
variables is fully reported and discussed 
in the text of my paper. I am at a loss to 
understand the import of the authors’ 
second point, particularly in the light of 
their comment in footnote 7 that “It is not 
clear what level of significance should be 
used in assessing the results reported.” I 
agree, and that is why all associations and 
their associated levels of significance 
were fully reported. 

The next two subsections in their 
comment deal with the causal relation- 
ships which the authors say were implied 
between companies’ pollution control 
records and profitability and size, respec- 
tively. Before commenting specifically on 
Chen and Metcalf’s discussion of possi- 
ble causal relationships, it bears repeating 
once again that I was not testing for 
causality. For my purpose, the five hy- 
potheses shown in Spicer [1978a, p. 100] 
could just as well have been stated the 
other way around. 

Apparently, Chen and Metcalf are 
willing to admit that a company’s per- 
formance with respect to pollution con- 
trol could have effects on security prices 
with this effect reflected in measures of 
total risk, systematic risk, and price/ 
earnings ratio. However, they find it 
difficult to see why a company’s pollution 
control record would have positive, sig- 
nificant effects on the result of operations 
and the size of the firm. In actuality, I 
suspect that the real relationship between 
companies’ pollution control records and 
their profitability is of the following type: 


Spicer 


Pollution control_—--—> Profitability 
records <—————— 


with other background variables such as 
social pressure producing an impact on 
the levels of both of these variables. Chen 
and Metcalf have no trouble with a sug- 
gestion that profitability may affect a 
company’s pollution control record; they 
do have trouble with the arrow running 
in the other direction. For this relation- 
ship to be confirmed, they argue that it is 
necessary to show that an improvement 
in pollution control leads to better profit- 
ability for the firm. Is this necessary? Is 
it not plausible to hypothesize that social 
pressure for pollution abatement, coming 
ultimately in the form of legislative and 
regulatory mandates, could have a rela- 
tively greater effect on the profitability of 
those companies with poor pollution 
control records than those with better 
pollution control records? Some general 
discussion of the pressure on companies 
in the pulp and paper industry to abate 
their pollution, and an indication of the 
levels of capital and operating and main- 
tenance expenditures involved, are given 
in Spicer [1978a, pp. 99-100]. In the face 
of this pressure, the response strategy 
adopted by a company’s management 
may well have an impact on profitability. 
Ackerman [1975, p. 33] suggests that 
managements havea “‘zone of discretion” 
with respect to many social concerns, 
during which period of time they have a 
wide range of options available for re- 
sponding to social pressure. Ultimately, 
as they have been in the case of pollution 
control, these options may be narrowed 
or even eliminated through regulatory 
or other means. Managements of the 
Chen and Metcalf variety who are 
“reluctant to incur expenditures for 
, pollution abatement on the ground that 
these additional expenditures would re- 
duce the reported earnings in financial 
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statements” may progressively have less 
costly options foreclosed, leaving them 
with little ability to minimize expendi- 
tures for pollution control. Being in a 
position to choose among alternatives 
such as process redesign, equipment 
modification, and end-of-pipe treatment 
is likely to result in a far less costly 
solution than being forced to adopt 
costly end-of-pipe treatment. 

We come finally to the effect of size. Of 
course, size of firm may be a factor as- 
sociated with both companies’ pollution 
control records and other financial indi- 
cators. The question is why? And is it the 
only such factor? What about growth 
rates? Does it matter whether a company 
is growing, declining, or stable? And does 
size simply act.as a surrogate for other 
factors such as the quality of manage- 
ment whose effects are not well under- 
stood or are difficult to measure? Chen 
and Metcalf do mention that other back- 
ground factors besides size may be 
possible, but beyond their formal analysis 
they offer very little of substance for 
tackling the causal questions: Why do 
the reported associations exist? And why 
did they decline over the time period 
studied? These questions are of interest 
but were not specifically addressed in 
Spicer [1978a]. 

One aspect of their discussion of the 
effect of the size variable requires further 
comment. Chen and Metcalf support 
their argument that size may have a sig- 
nificant effect on the other financial 
indicators included in my study by claim- 
ing that Beaver et al. [1970] found 
market-based risk measures correlated 
negatively with asset size, as measured by 
the firm’s total assets.* Chen and Metcalf 

* At a theoretical level there has been little research 
into the theoretical relationship between financial vari- 
ables and market determined risk. Recently, however, 
Bowman [1979] has demonstrated that under the as- 


sumptions of the capital asset pricing model there is no 
necessary relationship between size and systematic risk, 
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assert that they expect exactly the same 
relationship between these variables in 
my study. While I do not question the 
fact that market based measures of risk 
may be correlated with size in my data, I 
question the use which Chen and Metcalf 
make of the Beaver et al. results—par- 
ticularly given their obvious concern for 
Statistical significance and their earlier 
criticism of me for supposedly drawing 
unjustified inferences. Of the seven vari- 
ables studied by Beaver et al., only four 
variables were found to have significant 
associations with market determined 
measures of risk in the two periods 
studied at a .01 level of significance. (See 
Beaver et al. [1970, Table 5, p. 669]). 
Size is not included among these vari- 
ables. Nor was size found to have a sig- 
nificant association with market-deter- 
mined measures of risk in both time 
periods studied at a .05 level of 
significance. The final regression equation 
utilized by Beaver et al. to estimate 
systematic risk contains only payout, 
growth, and earnings variability as instru- 
mental variables because [p. 672]: 


An examination of the regression statistics in- 
dicated that the inclusion of all seven vari- 
ables was unnecessary and potentially harm- 
ful. There was multicollinearity between the 
two earnings variables...and the partial 
correlation coefficients for the leverage, liquid- 
ity, and size variables were near zero. In fact, 
the standard error of the estimate began to 
increase as the latter variables were added 
[emphasis added]. 


In this respect it is interesting to note the 
partial correlation coefficient between 
systematic risk and the percentage of 
productive capacity adequately con- 
trolled (1970 data) for the 1969-1973 
time period when the Beaver et al. instru- 
mental variables of payout, growth and 
earnings variables are controlled for. The 
correlation coefficient and- associated 
level of significance are —.5411 and .023, 
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respectively. This result suggests that, at 
least for my sample and for the time 
period studied, systematic risk and com- 
panies’ pollution control records are 
significantly associated (at least at the 
.05 level) even when the effects of either 
nonmarket measures utilized by Beaver 
et al. have had their effects removed.’ 

One final point. Chen and Metcalf 
argue that the general decline in associ- 
ations between companies’ pollution con- 
trol records and their financial indicators 
provides further evidence of a spurious 
relationship. They argue that “if the 
variations in pollution indices have a 
legitimate relationship with the financial 
indicators, the same results would be 
obtained in data of the two time periods.” - 
I do not agree with their argument. The 
simple fact of the matter is that by the 
1971-1973 time period companies were 
responding either voluntarily or involun- 
tarily to the mandates of anti-pollution 
statutes and regulations which were 
promulgated or imminent. The result was 
a distinct improvement in the pollution 
control indices in a period in which there 
was relatively little change in companies’ 
financial indicators. Both profitable and 
more marginal companies, large and 
not-so-large compamies, etc., all ended 
up with very closely similar pollution 
control indices. I would expect this fact 
alone to result in a reduction in observed 
associations. 


CONCLUSION 


To conclude, I believe that a careful 
reading of Spicer [1978a] and Chen and 
Metcalf’s comment will show that the 
authors fundamentally misinterpreted 
my study. This misinterpretation signifi- 


> These results and others aimed at shedding some 
light on whether information on the pollution control 
records of companies in pollution-prone industries may 
convey information to investors about risk are reported 
in Spicer [1978b]. 


Tonm = — rrr rte nnn ti aaa a a oa 


Spicer 


cantly reduces the import of their com- 
ments, a number of which are simply 
erroneous. I agree that further work will 
be needed to determine why the associ- 
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respect. Their comment would have been 
more enlightening if they had tackled the 
causal question in a substantive way, 
rather than painstakingly trying to set me 


straight because of their own misinter- 
pretation of my study. 


ations reported in my study exist. Chen 
and Metcalf are of little help in this 
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A. RASHAD ABDEL-KHALIK and THOMAS F. 
KELLER, Earnings or Cash Flows: An 
Experiment on Functional Fixation and 
the Valuation of the Firm, Studies in 
Accounting Research No. 16 (Sarasota, 
Fla.: American Accounting Association, 
1979, pp. 101, $4.00 AAA members, 
$6.00 non-members). 


This monograph reports a study of functional 
fixation at the level of the individual decision 
maker. An individual who is fixated on reported 
accounting numbers will be unable to change his 
or her decision making when the techniques used 
to compute those numbers change. Conse- 
quently, the individual could make suboptimal 
decisions, vis-a-vis a specified criterion, after the 
occurrence of an accounting change. 

In this study, two samples of decision makers 
(bank investment officers and security analysts) 
evaluated the attractiveness of six real (dis- 
guised) firms as investment opportunities. Given 
the objective of maximizing investment return 
over a specified holding period, the subjects pre- 
dicted three levels (optimistic, most likely, pessi- 
mistic) of the expected price of each stock at the 
end of the holding period. The researchers used 
these predictions, and properties of the tri- 
angular distribution, to compute each subject’s 
expected return for each stock. The subjects also 
ranked the stocks in terms of their expected 
ability to meet the investment objective. 

Each subject made price predictions and 
ranked the six stocks three times. For the first 
set of evaluations, all firms were using the FIFO 
method of inventory valuation. For the second 
set, Firm E had changed to LIFO, and this fact 
was clearly communicated to the subjects. The 
subjects did not know, however, that Firm E had 
been created by the researchers as a “twin” of 
Firm A by multiplying all the numbers on A’s 
financial statements by 1.02. For the third set of 
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evaluations, Firms A, B, and C had also changed 
to LIFO, leaving only Firms D and F on FIFO. 

Since an inflationary period was assumed, a 
change from FIFO to LIFO would result in lower 
earnings but greater net cash inflow than would 
have been the case without the change. There- 
fore, given a firm valuation model based on net 
cash inflow and dividend-paying ability (the 
model implicit in recent AICPA and FASB 
reports), Firm E should be valued higher than 
Firm A in the second set of evaluations. If the 
decision maker were fixated on earnings, how- 
ever, Firm E would be valued lower than Firm A. 

Several statistical tests on the within-subject 
differences in the expected returns of Firms A 
and E showed no significant differences when 
both firms were on FIFO or when both were on 
LIFO. When Firm A was on FIFO and Firm E on 
LIFO, however, the expected return on E was 
lower than that on A. This result, which was 
corroborated by an analysis of the rankings of 
Firms A and E before and after Firm E changed 
to LIFO, supports the functional fixation hypo- 
thesis. When expected returns were reassessed 
for Firms A, B, and C after these firms had 
changed to LIFO, the results largely supported 
the fixation hypothesis for A and B, but not for 
C. The authors were able to “improve” this latter 
set of results (@.e., make them more consistent 
with the fixation hypothesis) by eliminating two 
outliers for each firm. However, a satisfactory 
rationale for these eliminations was not pro- 
vided. 

Generally, this experiment appears to have 
been carefully conceived and executed. It is 
characterized by several positive features, e.g., 
the use of subjects who were experienced at 
financial analysis. Moreover, in order for a sub- 
ject to be included in the experiment, he or she 
had to answer successfully three questions per- 
taining to the effects of changing to LIFO on a 
firm’s earnings, taxes, and cash flows. Specifying 
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an objective for the subjects’ decisions and using 
real financial statements were other positive 
aspects. The use of twin firms—with both ini- 
tially on FIFO, then one on LIFO, and then both 
on LIFO—was a particularly clever way to study 
the fixation hypothesis. 

A few questionable procedures were employed 
in the conduct of the experiment. For example, 
the order in which the six firms appeared was 
constant for the first sample of subjects (n=29), 
but was randomized for the second sample 
(n=32). Also, sample one was shown only the 
effect of the change to LIFO on earnings per 


share, while sample two was shown the effects on. 


both earnings per share and cash flow per share. 
Moreover, the investment objective was worded 
slightly differently for the two samples. Further, 
the fact that the change to LIFO was ac- 
companied by a qualified audit opinion (a con- 
sistency exception) while FIFO firms got clean 
opinions is a potentially significant problem. 
One explanation for the lower valuation after 
the change to LIFO is a fixation on the negative 
impact of a qualified opinion. 

These and other problems are troublesome, 
but they are not sufficiently serious to call into 
question the overall result of the study: Sophisti- 
cated decision makers who were knowledgeable 
about the effects of a change to LIFO appeared 
to be unable to “see through” the accounting 
change, i.e., to adjust their decision making to 
fit the underlying economic reality. This is 
exactly what the functional fixation hypothesis 
would predict. 

RoBERT H. ASHTON 
Associate Professor of Accounting 
The University of Texas at Austin 


MORTON BACKER and MARTIN L. GOSMAN, 
Financial Reporting and Business Liquid- 
ity (New York: National Association of 
Accountants, 1978, pp. ix, 307, $11.95). 


Given the general increase in corporate debt 
levels in recent years, one wonders about effects. 
This study does not directly address the issue of 
effects, but instead describes the liquidity condi- 
tion and attempts to assess the debt capacity of 
American corporations. A secondary objective 
was to evaluate the sufficiency of financial 
reporting related to corporate illiquidity. 

In pursuing their research objectives, the 
authors used a three-pronged approach, which 
included: (1) summarization of macro-economic 
liquidity trends, (2) use of factor and dis- 
criminant analyses to test the ability of financial 
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ratios to classify firms into liquid and illiquid 
credit rating groups, and (3) interviews with 
executives of lending institutions, rating 
agencies, illiquid corporations, and others. 

In examining liquidity trends, the authors 
looked at seven short-term and three long-term 
financial ratios through 1975. All ratios examined 
(except inventory turnover) reveal the well- 
known fact that corporate balance sheets are not 
as liquid as they used to be. But this decline in 
liquidity is partially planned and again one 
wonders about effects. One effect cited by the 
authors is an increase in the number and size of 
business failures. But the support they provide 
for this conclusion is scanty. Some widely dis- 
tributed Dun and Bradstreet (D & B) statistics 
on business failures does reveal a peak during 
the credit crunch period in 1975, but the num- 
ber of failures has since declined to below the 
early 1970’s level. While the average size of 
failures is increasing, the extent that size is af- 
fected by inflation is not clear. Other effects of 
declining liquidity include constraints on capital 
formation, high interest rates, and business con- 
centration. But again, little evidence is pre- 
sented to support these conclusions. 

The authors’ analysis of financial ratios to 
demarcate credit ratings is a major portion of 
the study and differs from previous studies in 
some important respects. For instance, previous 
studies have used financial ratios to discriminate 
between bankrupt and non-bankrupt groups. In 
the present study, Backer and Gosman attempt 
to discriminate between distress and non-distress 
conditions. Further, it is noteworthy that the 
authors did not restrict their analysis to bonds, 
but looked at trade credit and bank loans as well. 

The financial distress sample for bonds con- 
sisted of 18 firms whose bonds were downgraded 
by Standard and Poor's from a BBB to BB rating 
and a matched (by indusiry) sample of 18 
companies that were not downgraded. The multi- 
ple discriminant model employed was able to 
correctly classify up to 81 percent of the firms in 
the year of the downgrade. While certain profita- 
bility and long-term debt ratios (but no liquidity 
ratios) for the experimental group showed signifi- 
cant declines prior to downgrading, the model 
could not successfully discriminate between 
groups in years 2 and 1 before the downgrading. 

The trade credit sample consisted of 19 firms 
downgraded by D & B from a 2 to a 3 rating and 
19 comparable companies maintaining a 2 rating. 
Again the discriminant model showed power in 
the year of downgrade with up to 74 percent of 
the firms correctly classified. An interesting find- 
ing was that the D & B description of its decision 


198 


model was not confirmed. The experimental and 
control groups differed more in terms of profita- 
bility than in terms of six ratios named as most 
important by D & B. 

The bank loan sample consisted of 81 anony- 
mous firms having loans downgraded to a sub- 
standard status. Curiously, the authors did not 
attempt to establish a control sample (matching 
on size and other criteria) because they felt that 
anonymity made matching impossible. Statistical 
analysis was thus restricted to ¢ tests of ratio 
deterioration prior to substandard classification. 
Fifteen of 18 ratios examined showed significant 
deterioration prior to downgrading. 

An apparent objective of the above analyses 
was to assess the debt capacity of corporations. 
But exactly how the methodology achieved the 
research objective is not clear, Debt capacity is 
greatly dependent on conditions at the time of 
the analysis. Debt levels that were not acceptable 
ten years ago are considered reasonable today. 
An approach that might have been used to deter- 
mine if a threshold is being reached is to com- 
pare over time the relative frequency of firms in 
the various rating categories. If more and more 
firms are being rated in the lower categories, 
this would provide some evidence that maximum 
debt levels are being reached. 

The final research technique, interviews, pro- 
vided a wealth of information. One purpose of 
the interviews was to assess the adequacy of 
financial-statement disclosures of liquidity prob- 
lems. The majority of 20 security analysts inter- 
viewed agreed that CPA’s should be held respon- 
sible for alerting the public to business illiquidity. 
In support of this need, the authors refer to a 
study by Altman and McGough which showed 
that only 46 percent of a sample of 28 bankrupt 
firms received a qualified audit opinion in the 
year preceding bankruptcy. A discriminant 
model was able to predict 82 percent of the 
bankruptcies from a matched sample using the 
latest financial statements before bankruptcy. As 
Backer and Gosman note, high discriminatory 
power would seem to suggest that financial state- 
ments reveal a great deal of information relating 
to illiquidity and bankruptcy. But any conclusion 
concerning the adequacy of the auditor’s 
“opinion” decision model seems unwarranted 
based on the discriminant model results. 

In conclusion, the Backer and Gosman study 
of liquidity and debt capacity is interesting and 
somewhat informative. The study represents the 
type of cooperative research between academia 
and the profession that can be very rewarding. 
While it is perhaps unfair to question what the 
authors chose not to do, the question of the 
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effects of the decreased liquidity and higher debt 
levels seems important. This is especially true 
since the relationship between debt and liquidity 
is somewhat unclear. Theory dictates that firms 
attempt to balance liquidity versus increasing 
risk of bankruptcy. There is little evidence in the 
study that anything but the achievement of these 
balancing objectives is occurring. 

THOMAS J. FRECKA 

Assistant Professor 
University of Illinois at Urbana-Champaign 


Larry P. BAILEY, Contemporary Auditing 
(New York: Harper & Row Publishers, 
1979, pp. iii, 657, $16.95). 


Contemporary Auditing is designed to intro- 
duce the student to the practice of public ac- 
counting. The author’s cbjective in writing the 
text was to find that “illusive [sic] blend” of the 
conceptual and the applied dimensions of audit- 
ing based on the premise that they reinforce one 
another and neither should be slighted. The 
author believes that the goal of auditing educa- 
tion should be to enhance student understanding 
of audit procedures and their application in 
specific situations. In his view, “it is better to 
prepare the student for a variety of audit engage- 
ments and circumstances with a broad back- 
ground rather than attempt to smother an eager 
student with numerous audit steps to memorize.” 

Section I includes An Overview of the Audit 
Process, The Audit Function, The Code of Pro- 
fessional Ethics, and Legal Liability. The author 
introduces auditing by describing different types 
of audits. The scope of the text is quickly nar- 
rowed to compliance audits of financial state- 
ments as performed by independent CPA’s. The 
author then develops the audit objective, firm 
characteristics, and reporting approach of inde- 
pendent CPA’s. The instructor who wishes to 
present a broader introduction to auditing will 
need to supplement the text. A comprehensive 
discussion of the societal controls imposed on 
the profession completes this section. Although 
the Report of the Commission on Auditors’ 
Responsibilities is mentioned, some instructors 
may want to augment the author’s coverage of 
the report and also provide supplementary 
coverage of the Foreign Corrupt Practices Act 
and the AICPA Division of Firms in developing a 
current perspective on the environment. 

The core of Section H is contained in Chapters 
5, 6, and 9 which deal with Audit Evidence, In- 
ternal Control, and The Audit Approach: A 
Systems Orientation. Following a lucid discus- 


Pett mene Nee vee oe 


Book Reviews 


sion of audit evidence, the author introduces, 
and then develops in detail, an integrated audit 
approach which focuses on (1) client environ- 
mental conditions, (2) internal controls, (3) com- 
pliance tests, and (4) substantive tests. 

An internal control model is constructed using 
six general characteristics of an adequate system 
of internal control. The model should provide 
the student with a much-needed reference point 
for understanding the design and evaluation of 
specific internal control systems. Transactions 
flows and audit trails are used to describe com- 
pliance and substantive testing. The author 
focuses on the type, timing, and extent of these 
two general types of tests. The relationship 
among the four phases of the integrated audit 
approach is treated extensively and emphasized 
throughout the text. 

Chapters 7 and 8 (EDP Auditing and Sampling 
in Auditing) are included in the section on basic 
audit methodology. The text is flexible with 
respect to these topics, and the instructor may 
want to complete Chapters 5, 6, and 9 in 
sequence to insure continuity in the development 
of the integrated audit approach. 

Section ITI consists of seven chapters outlining 
the procedures for auditing specific transactions 
and accounts. Coverage includes cash, credit 
sales, inventory, property, plant, and equipment, 
investments, liabilities, stockholders’ equity, and 
the nominal accounts. Each chapter uses the 
integrated audit approach developed in the pre- 
vious section as a framework for illustrating 
specific auditing procedures, thus reinforcing the 
basic audit methodology. Questionnaires, flow- 
charts, and memoranda are used to describe the 
various systems and the evaluation of internal 
control. Decisions regarding specific compliance 
and substantive tests are discussed with the in- 
ternal control evaluation as background. Exam- 
ple audit programs are presented to illustrate 
specific audit procedures often used in com- 
pliance and substantive testing. This section, in 
particular, reflects the balancing of the concep- 
tual and applied dimensions of auditing desired 
by the author. 

Section IV consists of two chapters that pro- 
vide a comprehensive treatment of the short 
form report and other reporting issues that the 
independent CPA is likely to encounter. The 
appendix to Chapter 17 includes actual audit 
reports selected to illustrate each of the varia- 
tions of the short form report discussed in the 
text. 

Contemporary Auditing is best suited for an 
introductory auditing course at either the under- 
graduate or graduate level. The text can be 
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adapted to a quarter or semester course by the 
choice of topics to include with Chapters 1 
through 6, 9, and 17, the core of the text. The 
author has integrated professional pronounce- 
ments on auditing standards throughout the text. 
An adequate supply of question and problem 
material has been included to challenge the 
student and stimulate class discussion. 

The text is generally well done. Its outstanding 
features include the integrated audit approach 
which is used to relate basic auditing concepts 
and auditing procedures and the use of illustra- 
tions. Contemporary Auditing should be given 
serious consideration for introductory auditing 
courses emphasizing the audit activities of the 
independent CPA. 

ALBERT H. FRAKES 
Associate Professor 
Washington State University 


AMIR BARNEA, SIMCHA SADAN and 
MICHAEL SCHIFF, Publishing Earnings 
Forecasts (New York: The Vincent C. 
Ross Institute of Accounting Research, 
1979, pp. 75). 


This research monograph presents a frame- 
work for the production and reporting of cor- 
porate financial projections which centers 
around a decomposition of the various factors 
affecting firm performance into two categories: 
internal and external. The internal factors are 
those variables, such as advertising and invest- 
ment programs, that affect firm performance but 
are controllable by management. External fac- 
tors, on the other hand, also affect performance 
but are not inherently controllable; these factors 
include various industry and economy-wide 
variables such as inflation and changes in pat- 
terns of consumption. Using this decomposition 
of factors, multiple forecast figures are pro- 
posed for a variety of values for the external 
variables. For example, multiple forecasts of 
sales, cost of sales, and net income might be 
presented for a variety of possible GNP levels. 
The advantage of this system, as compared to the 
single forecast figure, is that forecast users are 
apprised of the sensitivity of firm performance 
to changes in the external variables, and thus are 
better able to assess the risk associated with the 
firm. 

The framework proposed, however, is not just 
directed at information production for external 
purposes, but rather is directly tied to the firm’s 
internal budgeting system as well (which is de- 
sirable from a cost standpoint). Hence, it is 
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useful for: (a) internal planning purposes in that 
it sensitizes management to the relationship be- 
tween the various organizational outcomes and 
the various states of the environment, (b) mana- 
gerial performance evaluation purposes by de- 
composing performance according to internal 
causes and external causes, and (c) external dis- 
closure purposes. 

The general concept of a multi-figure forecast 
is not a new one, but the authors formalize an 
idea that others have been only able to verbalize. 
While there are many favorable points regarding 
this framework, like all other currently available 
methodologies, it fails to allay perhaps the most 
basic fear, namely the fear of failure to achieve 
tl: forecast for a given set of external condi- 
tions. Until financial executives learn to cope 
with this fear, even the best of methodologies 
may go unrecognized. 

Although in several instances the arguments 
are repetitious, this monograph reads easily. The 
level of presentation seems appropriate for the 
intended audience, financial executives, al- 
though some academics may criticize this mono- 
graph as lacking in rigor. But, financial execu- 
tives and students of forecasting will enjoy this 
monograph. 

KENNETH R. FERRIS 
Associate Professor of Accounting 
Southern Methodist University 


M. J. BATHAM, Guide to Travel Agency 
Accounting, The Travel Agency Manage- 
ment Library, Volume 1 (Wheaton, 
Illinois: Merton House Publishing 
Company, 1979, pp. v, 86, $12), 


This is a special purpose publication designed 
to assist travel agency owners and managers in 
understanding the accounting procedures 
needed to operate their agencies. The concise- 
ness of the book, its specific orientation to the 
travel agency,. and its many examples and 
illustrations are all designed to encourage this 
non-accountant readership to make the effort 
necessary to understand the material. The owner 
or manager who makes this effort will be better 
equipped to identify and deal with most of the 
accounting-related problems of a travel agency. 

The book will be a useful tool if its limitations 
are understood. If the non-accountant reader 
expects to develop a usable accounting system 
simply by reading this book, that person will be 
disappointed. As the introduction states, “there 
is no one correct way to handle accounting.” The 
system adopted by each agency should be suited 
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to its needs. A specific suggestion to consult with 
an accounting expert when establishing the ac- 
counting system (as is made in regard to taxes) 
would have been valuable to the intended audi- 
ence. If, however, the reader accepts the diffi- 
culties of accounting procedures and looks for 
suggestions and ideas on how to use the system, 
that person will find this book invaluable. 

Large portions of the book are easily under- 
standable by the non-accountant. Complex ac- 
counting ideas are simplified and presented to 
the reader in examples and illustrations with a 
minimum of distortion. For example, the book 
starts by illustrating the balance sheet and in- 
come statement by using typical travel agency 
accounts. An explanation of each account is pro- 
vided. While additional discussion on the need 
for accounting information would be useful, the 
approach adopted is clear and logical. 

The most troublesome portion of the book is 
Chapter 3, Setting Up An Accounting System. 
The author attempts to explain and illustrate the 
entire accounting process, from establishing a 
chart of accounts through adjustments, state- 
ment preparation, and closing. It is simply a case 
of too much with too little explanation. The 
reader, presumably a non-accountant, is asked 
to do debits and credits, T accounts, and special 
journals within two pages. Given the problems 
which beginning accounting students have with 
these mechanical procedures, is it reasonable to 
expect a travel agency owner or manager without 
accounting training to pick them up this rapidly? 
For the persistent reader, there are enough 
examples of journal entries to permit a reasona- 
ble understanding to be developed. The remain- 
ing steps in the accounting process leading to the 
financial statements are simply not illustrated in 
enough detail to ensure that the intended 
audience understands the process well enough 
to use it. The problem is further compounded by 
the unusual posting procedure illustrated and the 
errors in Figures 14 and 15, where the debit and 
credit amounts are reversed. 

As the material is presented, the non-accoun- 
tant reader is likely to become frustrated and 
abandon the book. This would be unfortunate 
because the later chapters contain many valuable 
suggestions about how to use and interpret the 
accounting system. A short payroll chapter 
illustrates a simple technique for accumulating 
the legally required payroll detail. Critical 
internal control procedures and report forms for 
accounting for the valuable blank ticket inven- 
tory essential to travel agency operations are 
spelled out, along with other details of office 
operations. This is followed by a chapter devoted 
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to specific cases of employee dishonesty which 
have affected travel agencies and brief explana- 
tions of how the accounting system could have 
reduced the probability of the problems develop- 
ing. Finally the last two chapters are filled with 
specific suggestions for accumulating useful data 
about the agency’s activities and how these data 
may be used to help increase profitability. 

The suggestions and ideas included in the last 
five chapters probably make this book worth- 
while for its intended purposes. Perhaps they 
even should have been placed first. With some 
expansion (or good explanation by an outside 
expert), the accounting mechanics portion of the 
book could also become a valuable reference 
manual for the travel agency owner or manager. 

THOMAS KLAMMER 
Associate Professor of Accounting 
North Texas State University 


FLOYD A. BEAMS, Advanced Accounting 
(Englewood Cliffs, New Jersey: Prentice- 
Hall, Inc., 1979, pp. xiv, 866, $17.95). 


The advanced accounting course continues to’ 


play an important role in the composition of the 
accounting curriculum. With increased enroll- 
ments in business and accounting, texts are 
needed which can accommodate larger-than- 
usual classes. Writing style and exposition are 
becoming as important as content in providing a 
basis for selection. 

Beyond the specific content, this text is well- 
written, clear, and concise. Students should have 
little difficulty in understanding the author's 
presentation. This will enable them to focus on 
the important concepts being discussed. 

Approximately 490 pages of this 816-page 
book cover business combinations. Each of the 
first 11 chapters emphasizes accounting under 
generally accepted accounting principles. Chap- 
ter 12 compares the parent company, entity, and 
contemporary theories of consolidation, and 
here the constraints of generally accepted ac- 
counting principles are removed. Since business 
combinations consume a significant amount of 
time in the advanced accounting course, it is 
good to have a broad choice of materials on 
which to draw. The last six chapters cover 
branch accounting, foreign currency transac- 
tions, and financial statements, partnership ac- 
counting, and governmental accounting in an 
excellent manner. One new topic is the chapter 
on financial reporting for industry segments, 
foreign operations, and major customers. 

The assignment material for each chapter is 
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plentiful. One-sentence questions, exercises 
which include multiple-choice questions and 
single-point requirements, and problems which 
require more intensive thought for their solution 
are included in every chapter. 

Assignment materials are important in the 
advanced accounting course. The student must 
be provided with sufficient opportunity to rein- 
force the materials covered in the chapter. Cer- 
tainly, this text provides such materials in signifi- 
cant numbers. Beyond this, however, there are 
also assignment options which extend the stu- 
dent’s capability into new and broader areas of 
thought and problems. The opportunity to 
explore new areas and move theory into practice 
is an important option to have available to the 
instructor in selecting homework assignments. 
But regardless of the clarity of the book, a full 
and meaningful understanding of the book’s 
subject matter area requires insights of an ex- 
perienced faculty member. With the present 
economic situation, the text could benefit from 
coverage of bankruptcy and insolvency. His- 
torically, these subjects were included in 
advanced texts but have been reduced in recent 
years because of a lack of relevance. Now they 
are relevant again. 

Overall, this text presents good coverage of 
important subject matter for the advanced ac- 
counting course. While some additions and 
changes could be made, these would serve only 
to heighten the viability of this book in the ad- 
vanced accounting market. At the present time, 
this text is viable and in light of its existing com- 
petition, should be seriously considered by all 
those involved in this subject area. Some revision 
and inclusion of additional material in the next 
edition might make this book the new standard 
text for the entire market. 

JOSEPH F. FORD 
Professor of Accounting 
Drexel University 


JOHN G. Burcu, Jr. and JOSEPH L. SAR- 
DINAS, JR., Computer Control and Audit; 
A Total Systems Approach (New York: 
John Wiley & Sons, 1978, pp. ix, 492, 
$18.95). 


In the past ten years, changing regulations, 
changing legal liability, changing sensitivity to 
social responsibility, and rapidly advancing com- 
puter technology have changed the responsi- 
bilities of auditors. In particular, advances in 
EDP systems have radically altered how ac- 
counting data are captured, processed, stored, 
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and disseminated. In order to meet these expand- 
ing professional responsibilities, the new auditor 
must be aggressive and knowledgeable about 
computer-based information systems. This book 
intended to provide a source of “comprehensive 
material on computer control and auditing” is 
comprehensive in outline. The three unequal 
parts are: Part I: A Perspective of Computer 
Based Information Systems on Control and 
Auditing (51 pages); Part II: Systems of Control 
(212 pages); and Part IN: Computer Audit Tech- 
niques (208 pages). The first, clearly the weakest 
portion, does not develop the general organiza- 
tion context within which the computer system 
operates and on which the audit impacts. Nor is 
the general lack of an operational theory in 
developing information systems, including audit- 
ing systems, discussed. The second part, the 
strongest section, provides a generally compre- 
hensive discussion of the various computer sys- 
tems control techniques. The Cost/Effectiveness 
Analysis of Controls chapter presents a method, 
given a cost criterion, of selecting appropriate 
controls. This topic is generally handled in a very 
superficial fashion by text writers, including 
Burch and Sardinas. In place of chapter sum- 
maries, the authors have used extensive Control 
Questionnaires. In general, questionnaires are 
difficult to assimilate and are not effective sub- 
stitutes for well-written summaries. But if the 
instructor adopts a student project approach 
based on live data, the questionnaires will prove 
useful. Part III seems to be a bit uneven due 
largely to the particular structure placed on the 
discussion. They have identified audit techniques 
with particular processing modes, ie., batch 


- versus continuous processing or OLRT systems. 
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This seems to create an awkward and perhaps 
misleading flow of discussion in that many of the 
techniques are clearly adaptable to either mode 
of processing. Despite this criticism, the material 
is largely complete. 

Each chapter is followed by a series of Review 
Questions (answered directly in the text ma- 
terials), Discussion Questions (open-ended), 
Exercises (usually requiring a specific answer 
based on the text materials), and Problems (may 
have more than one feasible answer). Each of 
the three parts of the text is followed by a bib- 
liography of relevant references. With the excep- 
tion of Porter and Perry’s EDP Controi and Audit 
(Wadsworth, 1977), the competing texts do not 
include problem materials and have not ef- 
fectively exploited the use of bibliographic 
references. 

The text is expected to serve practicing 
auditors or managers with limited backgrounds 
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in computer control and auditing, and students 
with at least an introduction to accounting, com- 
puters, and programming. Effective use of this 
text requires that the student possess the back- 
ground indicated above and at least one auditing 
course, a requirement inexplicably omitted by 
the authors. Effective professional familiariza- 
tion courses might be structured around the text 
with the addition of pre-course supplements 
covering weak background areas. 

The intent to serve a generalized user group in 
a specialized field such as computerized auditing 
may account for the sometimes uneven presenta- 
tion of the material. At various times, elements 
are introduced into the discussions, terms, and 
jargon that could be understood only by those 
with the backgrounds noted above. At other 
times, topics are treated as if they have been en- 
countered for the first time by the reader, when 
with the backgrounds indicated above they 
should be quite familiar with the topic, e.g., 
flowcharting. 

Overall, the text is well worth serious consider- 
ation when designing a course in Computer Con- 
trol and Audit. Any weaknesses in coverage can 
be accommodated by careful selection and 
assignment of bibliographic items, 

ANDREW D. BAILEY, JR. 
Visiting Professor of Accounting 
University of Queensland 


Epwin H. CAPLAN and Joser E. CHAM- 
POUX, Cases in Management Accounting: 
Context and Behavior, The Ralin 
Company—An Exploratory Study 
(National Association of Accountants, 
1978, pp. viti, 88). 


In this monograph, Caplan, an accountant 
long associated with behavioral accounting, and 
Champoux, a specialist in organizational be- 
havior, have reported the results of a research 
study supported by the National Association of 
Accountants. This was an exploratory field study 
focusing on a broad range of organizational 
variables. These researchers utilized both ques- 
tionnaires and in-depth interviews to probe the 
interface between the accaunting control system 
and the social system of a large corporation. The 
significance of this monograph, however, lies 
not in the results presented. The significance lies 
rather in the general thesis: that accountants 
interested in increasing the contributions of 
management accounting in their organizations 
need to be concerned about organizational con- 
text variables rather than concentrating on the 
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technical aspects of accounting. More specif- 
ically, the authors argue that the design and 
operation of management accounting systems 
should be related to such organizational variables 
as management styles, product technologies, 
market structures, and the goals of the organiza- 
tion. Such variables determine the acceptance 
and support that the accounting control systems 
receive. In other words, they emphasize that 
accountants need to be more concerned about 
the appropriateness of control techniques such as 
standard costing, participative budgeting, and 
return-on-investment performance indexes given 
a specific organizational context. Although this 
is not a unique position, it merits reiteration and 
the attention of researchers. 

Caplan and Champoux state four objectives 
for their research: “(1) to develop a methodology 
for identification and measurement of personal 
and organizational characteristics that influence 
the impact of a management accounting system, 
(2) to assess the usefulness of the methodology 
for studying a management accounting system 
operating in a specific context, (3) to provide 
research data regarding behavior induced by 
specific management accounting system operat- 
ing in a specific context, and (4) suggest direc- 
tions for further research” (p. 2). 

The research methodology employed involves 
a combination of in-depth interviews and ques- 
tionnaires, and these instruments are reproduced 
in appendices. The interview schedule included 
68 questions, most of which were open-ended. 
The six topics addressed by these questions were: 
(1) organizational objectives, (2) overall percep- 
tions of the management accounting system, (3) 
the budgeting system, (4) performance reporting 
procedures, (5) changes in the company’s organi- 
zation management style and accounting system 
over the past three years, and (6) personal data 
about the interviewee. Appropriate question- 
naire instruments were selected to measure per- 
ceptions of supervisory behavior, personality, 
and job satisfaction. Data were obtained from 
management, accounting, production, and sales 
functions of the two major divisions and the 
headquarters group of a large corporation, The 
authors caution the reader that this is a judgment 
sample and that the cell sizes are very small, but 
they proceed to analyze these data with one-way 
analysis of variance, F-tests, and t-tests for signi- 
ficant differences. 

This reviewer agrees with the authors when 
they state that “in order to have any definitive 
findings regarding the contextual factors affect- 
ing management accounting, it will be necessary 
to conduct a number of studies in organizations 
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with differing characteristics” (p. 2). It is thus 
difficult to determine to what extent their 
research objectives have been met. Caplan and 
Champoux have provided a reasonable metho- 
dology, which although not startling or unique, 
may nevertheless encourage others to pursue this 
line of research. They have not subjected this 
technique to any rigorous test of usefulness, but 
it is at least a logical and reasonable approach. 
They have also added another drop in the bucket 
of research data which may some day yield a 
more satisfying theory to guide managerial ac- 
counting. 

This monograph, although specifically direct- 
ed at practicing managerial accountants, should 
be of interest to educators and their managerial 
accounting students. The monograph is short and 
the writing style is crisp. The authors provide a 
vivid description of problems which may develop 
when a rapidly growing company’s accounting 
system does not keep pace with changes in its 
environment. Specifically, two categories of 
deficiencies are highlighted: deficiencies in the 
accounting system that affect other organiza- 
tional processes (i.e., a lack of timeliness in 
reports, a lack of decision orientation in reports, 
excessive detail in reports), and organizational 
weaknesses which influence the impact of the 
accounting system (i.e., a lack of strategic plan- 
ning, excessive short-run performance pressure). 
I am inclined to recommend assignment of chap- 
ters describing the interview findings and conclu- 
sions at least as supplemental reading for classes 
in Advanced Cost Accounting, as these students 
tend to become overly technique-oriented. 
Clearly, this assignment would be appropriate 
for an MBA course in Managerial Accounting 
where the holistic perspective is sure to be appre- 
ciated. 

The question of how to measure the contribu- 
tion of an accounting system to organizational 
effectiveness still remains unanswered. However, 
Caplan and Champoux at least have called atten- 
tion to this important issue. Hopefully, we will 
soon see more research which will provide addi- 
tional data. It will take many such studies to 
support a mature theory and ultimately lead to a 
practical solution. 

DOUGLAS A. JOHNSON 
Assistant Professor of Accounting 
Arizona State University 


D. R. CARMICHAEL and Jonn J. WILLING- 
HAM, Perspectives in Auditing, Third 
Edition (New York: McGraw-Hill Book 
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Company, 1979, pp. viii, 520, $10.95). 


This timely readings book provides an excel- 
lent overview of recent developments, un- 
resolved controversies, and the current status of 
the public accounting profession. The book 
integrates and puts into perspective for students 
many of the problems of public accounting prac- 
tice. This perspective of public accounting will 
allow a better appreciation by students of the 
practices, procedures, and standards contained 
in a basic auditing text. 

This paperback book is designed to supple- 
ment a standard auditing textbook or serve as a 
basic text in a graduate auditing course. The 
AICPA’s Statements on Auditing Standards 
would serve as a useful companion and supple- 
ment to this readings book. The book contains 
integrated readings, with 50 articles organized 
into 15 chapters. The articles cover most aspects 
of public accounting practice. Each of the 15 
chapters is a distinct auditing topic. The chapters 
are grouped into four major sections, as follows: 


The Auditing Profession 

The Audit Process and Audit Examinations 

Audit Reports and Related Issues 

Public Accounting Practice: Other Professional 
Services 


Each of the 15 chapters is preceded by a brief 
introduction about the audit topic and the nature 
and relationship of the articles which comprise 
the chapter. The last page of each chapter con- 
tains from seven to 12 review questions. These 
are generally broad questions which summarize 
and highlight the major issues in the readings. 
Although brief in nature, the questions can serve 
as the basis for lengthy class discussions. Most of 
the review questions are not “memory” questions 
and will require the student to integrate, reason, 
and arrive at their own conclusions. Many ques- 
tions emphasize the “why” aspect of auditing and 
auditing pronouncements, as well as possible 
impacts and directions of the profession. 

This edition of the book has been substantially 
updated from the second edition published in 
1975. Approximately 40 percent of the readings 
are new. New topics, current developments, and 
the present controversies of the profession have 
been included in this edition. Examples of new 
topics include material on illegal corporate acts, 
analytical reviews, replacement-cost disclosures, 
and other SEC and AICPA pronouncements. A 
large number of the articles were published in 
1977 and 1978. The trend toward audit com- 
mittees is also covered by including a new chap- 
ter containing two articles published during 1977. 
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The authors have selected materials from a 
wide variety of sources. Many of the sources are 
not readily available to students. This variety of 
materials also provides students with a view of 
auditing topics and recent developments from a 
regulatory, practitioner, and academic per- 
spective. The readings include material from 
major financial and business publications, as well 
as accounting periodicals and pronouncements, 
The inclusion of readings from recent Commis- 
sion and Committee reports, as well as from The 
CPA Letter of the AICPA, gives the book a cur- 
rent controversy orientation. Students will 
generally perceive the book as a current “state 
of the art” text. 

In the reviewers opinion, the articles are 
weli-selected and provide a broad coverage of 
the topics of interest in auditing and the public 
accounting profession. Other major strengths of 
the book are (1) the currentness of the readings 
which emphasize present unresolved issues and 
(2) the clear and thoughtful introductions to each 
chapter. The chapter introductions integrate and 
explain the audit topic and the articles included 
in the chapter. These introductions provide an 
appreciation and perspective for students to 
better understand the articles and the issues in- 
volved in the chapter. 

In summary, the book provides an excellent ; 
collection of articles from many different sources 
which will allow students a better understanding 
of the environment and practice of public ac- 
counting and the accounting profession. In the 
reviewer's opinion, the information relating to 
the environment of public accounting will allow 
students to better understand auditing practices 
and standards and the problem areas that are 
attempting to be resolved. The readings book 
successfully accomplishes the objective of pro- 
viding a current perspective of auditing and 
public accounting practice. 

GAIL ALLAN SHAW 
Professor of Accounting 
West Virginia University 


S. B. CostTaLes, The Guide to Understand- 
ing Financial Statements, A Revised 
Edition of Financial Statements of Small 
Business (New York: McGraw-Hill Book 
Company, 1979, pp. viii, 166, $8.95). 


This book deals with the analysis and intrepre- 
tation of financial statements from the practical 
standpoint of the businessman or banker. It 
consists of 16 chapters of which the first two suc- 
cinctly outline the historical development of 
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financial statements and the nature of business 
organizations. Chapters 3 and 4 explain the three 
basic financial statements, while discussion of 
the funds statement is deferred until later chap- 
ters. Chapter 5 is devoted to “six important 
financial ratios”: the current ratio, liquidity (also 
known as the acid-test or quick ratio), total debt 
to net worth, average collection period, inven- 
tory turnover, and net profit on sales. The re- 
mainder of the book deals mostly with case 
studies in financial analysis using the six impor- 
tant ratios. There is also one chapter on depre- 
ciation and another on “true value” of certain 
assets as opposed to book value. 

While simplification in this type of book is 
necessary and Costales succeeds in generalizing 
in an excellent and interesting manner, the re- 
viewer takes issue on several points. On page 8, 
“The two related items of Capital Stock and 
Surplus are quite properly listed as Liabilities 
because the corporation literally owes these 
amounts of money to its stockholders. . . .” The 
reviewer believes that general usage of “liabili- 
ties” pertains to creditors’ claims and not owners’ 
residual equities. 

A second point appears on page 9: “The 
Officers, usually the owners, are paid a salary by 
the company and a personal tax must be paid on 
that amount of income each year. In addition, 
the corporation’s own net profit for the year is 
also taxed, resulting in the perennial but often 
legitimate cry of ‘double taxation.’” Rather, I 
would submit that the “double taxation” is on 
the corporate profits and then again on the divi- 
dends paid from those earnings. 

The third, and perhaps most important issue, 
is found on page 56: “Since Depreciation as an 
Expense does not require the expenditure of 
Cash, Depreciation actually becomes part and 
parcel of Net Profit. . . .” I would say that up to 
the present, at least, the most generally accepted 
view of depreciation expense has been an alloca- 
tion of cost similar to expensing insurance. Thus, 
under accrual accounting, profit is earned 
revenue during a period of time less the cost of 
all resources used to earn that revenue as mea- 
sured by generally accepted accounting princi- 
ples, and depreciation expense is one of those 
costs. 

The book under review is in its second edition, 
the first having appeared in 1970 under a dif- 
ferent title. It is unfortunate that the proofread- 
ing was not done more thoroughly. This is evi- 
dent from the fact that all of the mathematical 
calculations—and none is complex—were not 
checked and rechecked. Thus we have on page 
39 the example for average collection period in 
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which 20,000 times 360 does not equal 72,000, as 
stated; nor does 720,000 divided by 150,000 equal 
47 days. Moreover, on page 52, the liquidity for 
Dec. 31, 19X7 is 133 percent and not 130 per- 
cent, and the Average Collection Period for 
19X8 is 32 days, not 45 days. One can only hope 
that the next printing will be gone over with a 
fine-tooth comb, for errors of this type can be 
extremely misleading to students and beginners 
in the analysis and interpretation of financial 
statements. 

I believe there is a need for such a book as this 
in the market. In addition to aiding credit 
officers and small business executives, this book 
could be used as one of several texts for a busi- 
ness survey course for non-business majors. In 
such a situation, the instructor could supple- 
ment the basic accounting theory, and the case 
studies could be very useful for financial state- 
ment analysis and class discussion. 

LEONARD A. BACON 
Professor of Accounting 
California State College, Bakersfield 


GEORGE J. Cosrouros, Accounting in the 
Golden Age of Greece: A Response to 
Socioeconomic Changes (Urbana, Ili- 
nois: Center for International Educa- 
tion and Research in Accounting, Depart- 
ment of Accountancy, University of 
Illinois, 1979, pp. 91, $5.00). 


Socioeconomic changes caused significant 
developments in the accounting function during 
the Golden Age of Greece (fifth and fourth 
centuries, B.C.). This thesis is developed by the 
author as he explains how the social and econo- 
mic environment of classical Greece influenced 
record-keeping needs and as he presents his 
translations of certain Athenian financial records 
of the Golden Age. 

Chapter I is a compact review of the classical 
Athenian socioeconomic environment. Referring 
frequently to Aristotle, the author quickly takes 
the reader through the contributions of Solon, 
Cleisthenes, Aristheides, and Pericles. Econo- 
mic evolution in the government and private 
sectors is summarized, stressing the importance 
of coined money, increased manufacturing and 
trade, increased central government activities in 
public works, social welfare, education, and 
justice. The chapter is not a thorough study, but 
it reads easily and it both supports the author's 
main thesis and whets the reader's appetite for 
the more specific accounting matters to follow. 
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Chapter IT briefly reviews the characteristics 
of the Athenian environment as it relates to ac- 
counting. The most interesting parts of this chap- 
ter are the sections on Greek numerals, 
measures, and weights. The most important part 
of the chapter is the support the author gives for 
his rather strong statement that: “The classical 
period of Greece is . . . responsible for the birth 
of state public finance and the development of an 
accounting system for planning, control and re- 
porting the results of operations” (p. 32). He 
States that the limited scope of private-sector 
business and banking activities did not require 
the development of an integrated accounting 
system, but greatly increased government 
revenues and expenditures necessitated im- 
proved financial management and thus im- 
proved accounting. This reviewer enjoyed the 
discussion of the expanding public sector in 
classical Greece (“increased government respon- 
sibility in social needs—national defense, 
welfare, education,” “required more state em- 
ployees,” “had to be met through more govern- 
ment spending,” efc.). Shades of the familiar! 

Chapter III is probably the most interesting 
part of the book. It contains 29 translations (by 
the author) of financial documents of the 
Athenian state, documents such as tribute lists, 
budget authorizations, proceeds from confis- 
cated property, expenditures for the construc- 
tion of the Parthenon, war payments and loans, 
inventories, etc. These translations illustrate the 
elements of the Athenian accounting system and 
suggest how the system evolved in response to 
socioeconomic needs. The author also makes 
some interesting little related studies, such as a 
comparison of extraordinary expenditures with 
normal operating costs and an analysis of average 
annual normal revenues during the Golden Age. 
He closes the chapter with an important discus- 
sion of the increasing audit function. 

Chapter IV is a brief summary and conclusion. 
Throughout the book, he emphasizes repeatedly 
(almost to the point of overkill, although admit- 
tedly it is his main thesis), that the emergence of 
an integrated accounting system in the Athenian 
state during the Golden Age occurred as a 
natural response to socioeconomic needs created 
by the environment. 

Some scholars might object to the suggestion 
that the record-keeping system discussed was 
truly accounting. No doubt some readers will be 
mildly irritated at a few minor production flaws, 
such as on p. 35 where we are told that “the 
treasurers of Athena assumed full responsibility 
for the stewardship of all state funds, including 
the state funds”?? Perhaps some readers will say 
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that the flavor of the book is that of a very good 
graduate research paper. 

This reviewer, however, believes that the book 
is an important addition to the literature con- 
cerning the development of accounting thought. 
Certainly, there has been very little research on 
early Greek record-keeping. This book is an 
easy, interesting book to read, and it helps fill a 
gap in our literature on accounting history. 

ORVILLE R. KEISTER 
Professor of Accounting 
The University of Akron 


J. DANIEL COUGER and FRED R. McFap- 
DEN, A First Course tn Data Processing 
(Santa Barbara: John Wiley & Sons, Inc., 
1977, pp. xiv, 557). 


The authors of A First Course in Data Pro- 
cessing have written an outstanding text that 
addresses itself to computer education’s current 
emphasis on application rather than tech- 
nology. Realizing that understanding how to use 
the computer has emerged as even more 
important than understanding the hardware, 
Couger and McFadden have developed a text 
which presents computers as an integral part of 
an overall business system. They discuss systems, 
data processing, analysis, and design as well as 
how computers work. 

The objectives of the book are (1) to present 
the operations of the computer, (2) to introduce 
programming, and (3) to develop an understand- 
ing of computer-based information systems. 
Another important concern is to provide the 
student with a basic computer knowledge so that 
he can use the computer in subsequent business 
courses. In addition, Couger and McFadden 
have included material that is necessary for 
individuals pursuing a computer-related career 
which other authors sometimes omit. The 
authors are successful in achieving their goals. 

The book is well-written and entertaining, and 
will encourage the beginner to discover the world 
of bits, bytes, and bugs! The style of the book is 
reminiscent of programmed texts in that the 
authors used three levels of questions within each 


.chapter to aid learning. “Reinforcement ques- 


tions” are interspersed every few paragraphs, 
exercises appear every few pages, and examina- 
tions appear at the end of each chapter. Ample 
space has been allowed for the reader’s answers. 
It is as if the authors had included a study guide. 
within their text. Data processing terminology 
is presented in a clear and logical manner 
throughout the text and is supplemented with an 
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extensive glossary. There are many appropriate 
illustrations and cartoons to help sustain interest 
through the book. Designed in this way, the text 
is appropriate for a one-semester introductory 
data processing course at the freshman/sopho- 
more level. The book can be used early enough 
in a student’s course of study so that the compu- 
ter can, in fact, be used in later courses. 

The book is organized into 18 chapters with no 
divisions or sections as many textbooks have. 
The logical arrangement of the chapters provides 
an orderly progression of the topics. For 
example, computer elements, data representa- 
tion, and storage are presented in this order. 
Early in the book the authors discuss the reasons 
for binary, octal, and hexadecimal numbers with- 
out the normal emphasis on mathematics (which 
pleases this reviewer). This discussion leads 
directly into a clear explanation of storage, build- 
ing upon both the previous chapters. Other 
chapters are also grouped and, as mentioned 
below, have interrelated material carrying over 
from one chapter to another. 

The features of the text which particularly 
impressed the reviewer are discussed below. 
Comments referring to these items are arranged 
in the order of their presentation in the text. 

The reader is provided with a clear and con- 
cise discussion of computer organization. Input/ 
output, memory, arithmetic-logic, and control 
are presented through discussion and diagrams. 
The purpose of each element is shown in relation 
to the total operation of the computer. Thus, the 
reader begins to gain a knowledge of why a 
computer system functions as it does. The 
authors use this basic knowledge to illustrate the 
influence of computer architecture on program- 
ming and on business systems design. 

Rapid technological change has had an impact 
on this text, however. Since the book was pub- 
lished in 1977, the low-cost microcomputer has 
become popular, and with its introduction has 
come a new architecture in computer design. 
These latest machines are not discussed, but the 
text does contain a chapter on minicomputers 
that mentions several of the concepts associated 
with microcomputers. This chapter discusses the 
make-up of minis and provides several good 
illustrations of their use. 

After the hardware topics, the subject of soft- 
ware is presented, comparing generations of 
computer languages, illustrating each, and com- 
menting on the advantages/disadvantages of 
each. The student is provided with an historical 
perspective that will assist in understanding 
current-day programming procedure. Topics 
include such itéms as time-sharing languages, 
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simulation languages, on-line processing, multi- 
programming, and database management sys- 
tems. 

Two excellent pedagogical tools have been 
used by the authors in the language chapters. 
First, the same three illustrative examples are 
used in each chapter. The student is able to com- 
pare the three programs resulting from applying 
the three languages (FORTRAN, COBOL and 
RPG) to the examples. As the student studies 
from one chapter to another, he will have the 
problem logic reinforced. This should aid the 
student in developing an approach to solving 
computer problems. The second tool is the use of 
the same examination problems in all three lan- 
guage chapters. Again, the student can build 
upon the problem logic from chapter to chapter. 

In this reviewers opinion, the authors have 
given too much space to programming lan- 
guages. The chapters on FORTRAN and COBOL 
are lengthy, but neither chapter includes enough 
depth for a person to achieve a reasonable level 
of competency in either language. To do this, the 
book would need to be accompanied by a lan- 
guage text. The authors provide too much infor- 
mation for an overview of languages, yet not 
enough for a reasonable level of programming 
skill. However, there is enough material in each 
chapter so that a student could begin program- 
ming at a very elementary level. The authors also 
discuss BASIC, PL/1, and RPG, briefly, compar- 
ing and contrasting them to FORTRAN and 
COBOL. 

In a sense, all the chapters of the text lead the 
student to an understanding of data processing 
that he can apply to the last three chapters. In 
these chapters, systems development is empha- 
sized in the context of computer-based manage- 
ment information systems. Thus, the reader 
draws from the earlier text material and can 
apply this new knowledge to better comprehend 
systems work. Frequently in data processing text- 
books, systems development is introduced first 
without the student having any knowledge of 
computers or data processing. By placing this 
material at the conclusion of the book, Couger 
and McFadden have provided a strong founda- 
tion for the presentation of systems work. 

After briefly presenting the phases of the 
system life cycle as the authors view them, more 
detailed descriptions are provided for several of 
them. Most notable of these are logical system 
design and physical system design. Both these 
topics are tied together with problems extending 
through two chapters. The names given to the 
steps of the system life cycle tended to disturb 
the reviewer. The authors do cover all of the 


208 


normal things that one would find in systems 
work; however, the labels assigned to the phases 
are not those usually found in most texts. For 
example, what is usually called systems analysis 
is entitled “documentation of the existing 
system.” 

The light treatment of system controls is 
another weakness. Only four pages of the entire 
text are devoted to this critical topic. Key-entry 
problems, hash totals, dollar totals, reasonable- 
ness check, and checkpoint are the only items 
mentioned. As important as controls are to the 
proper functioning of a business system, the 
authors should have spent more time with this 
material. 

The authors have achieved their objectives 
skillfully in A First Course in Data Processing. 
The student will be encouraged to involve him- 
self in the subject because of the book’s readable 
style and logical presentation of the subject 
matter. The text provides the basic knowledge of 
data processing required for any business major. 
It also makes adequate provision for the student 
desiring to move from this course into others 
dealing with data processing in more depth. 

W. LEON PEARCE 
Associate Professor of 
Computer Information Systems 
Drake University 


SIDNEY Davipson, Editor, “The Account- 
ing Establishment” in Perspective: Pro- 
ceedings of the Arthur Young Professors’ 
Roundtable 1978 (Reston, Va.: The 
Council of Arthur Young Professors, 
1979, pp. 190, copies free on request). 


This monograph contains the papers presented 
and the comments provided by the participants 
at the Arthur Young Professors’ Roundtable on 
“The Accounting Establishment” on April 6 and 
7, 1978. The Roundtable is an annual conference 
at which accounting educators, accounting prac- 
titioners, and businessmen meet to discuss an 
important issue in accounting. 

Douglas Carmichael of the AICPA was asked 
to compare the facts accumulated by the Cohen 
Commission with the views expressed by the 
Moss and Metcalf Committees; he began by 
suggesting that the interpretation of the facts 
and the value judgments developed by the three 
groups, and not the facts themselves, are what is 
important, since policy making is based upon 
these interpretations and judgments. The two 
government committees were concerned with 
the consumer in the securities market. Car- 
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michael provided an in-depth analysis of the 
interpretation and judgment process used by the 
Cohen Commission, which he served as Research 
Director, to arrive at its recommendations. 

John Buckley of UCLA criticized Carmichael 
for not understanding that the public’s criticism 
of the profession relates to the current social 
revolution. This social revolution features the 
concept of shared power, which posits that all 
parties affected by a given policy mechanism 
should participate in the regulatory process. The 
charges of industry concentration made by the 
Metcalf Committee can be attributed to society’s 
aversion to the concentration of economic 
power. Lee Seidler of NYU and the Cohen Com- 
mission criticized both Carmichael and Buckley 
for directing their attention to the accounting 
profession instead of the “Accounting Establish- 
ment.” He argued that the Metcalf Committee 
was interested in the power structure of account- 
ing instead of the functioning, obligations, or 
responsibilities of the profession. 

In the session on independence, John Shank of 
Ohio State stated that independence is a neces- 
sary prerequisite for an effective audit, and if 
independence is a problem it has not been estab- 
lished whether the problem is with the reality of 
independence or with the perception of inde- 
pendence. He suggests that the AICPA plan for 
self-regulation of the profession assumes that 
independence will be improved as a result of the 
plan since auditors will perceive a greater chance 
of being caught. But Donald Goss suggests that 
objectivity rather than independence is a neces- 
Sary prerequisite for an effective audit. The role 
of independence is to ensure that self-interest 
motivations do not exist which would hamper 
objectivity. If independence is viewed from this 
perspective and it prevents self-interest motiva- 
tions, then the reality of independence and the 
perception of independence coincide. Goss be- 
lieves that sufficient pressures already exist for 
ensuring that auditors are independent in reality. 
The other critic, Carl Warren, supplemented 
Shank’s analysis by describing other models of 
independence which have appeared in the 
literature. 

In the session on “How much auditing is 
enough?”, David Ng and Robert Kaplan provided 
substantial insights into this issue. Ng examines 
the nature of the supply and demand of auditing 
services and the nature of regulations in auditing. 
Ng begins his analysis by justifying the need for 
financial reporting to reduce the unobserva- 
bility of a firm’s actual operations, which will 
alleviate adverse selection problems in the 
securities market and also provide a basis for 
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contracting between various parties. The role of 
an audit is to improve the quality of accounting 
information by reducing the amount of noise and 
bias associated with the information. Audit 
services differ from a normal consumptive good 
since they are unobservable, non-additive, and 
are a public good. Ng provides reasons why we 
observe both self-imposed and government- 
imposed regulations in auditing and analyzes the 
effects of these regulations on the demand and 
supply of audit services. An audit of forecasts 
would not be useful since it cannot reduce the 
noise in forecasts which are based on economy- 
wide estimates such as GNP. With respect to the 
audit of interim statements and the audit of sensi- 
tive foreign payments, the costs would most 
likely outweigh the benefits. The audit of re- 
placement cost data would be useful since it 
would improve the quality of the information by 
reducing noise and bias and enable contracts to 
be formed on the basis of replacement cost data. 

Kaplan claims that Ng ignores the links be- 
tween managerial performance, firm disclosure, 
and feedback through the capital markets since 
he does not consider the reactions of stock- 
holders and lenders to a manager’s actions. He 
offers an alternative approach for modeling the 
auditor-owner-manager relationship by treating 
the three individuals as utility maximizers and 
analyzing the interactions among the three 
parties. Kaplan argues that the Ng analysis 
should be expanded to consider the costs of 
auditing and not only the benefits and should also 
give consideration to the effects of professional 
licensing, the profession’s code of ethics, and the 
existence of auditing standards on competition 
within the auditing industry. Disagreeing with 
Ng’s statement that the audit of forecasts is not 
useful, Kaplan contends that forecasts can re- 
duce uncertainty about currently unobservable 
economic events of the firm and an audit of fore- 
casts can determine if the forecasting process is 
based on a reasonable model and uses valid input 
data. William Hall discussed the data which 
should be audited by describing the procedures 
used by his firm; Arthur Andersen & Co., for 
determining how much auditing is enough. Hall 
recommends that all data included in financial 
statements should be audited to avoid confusion 
over which data are audited and which are not 
audited. 

Three papers on disciplining the profession 
were presented. In addition to suggesting im- 
provements in the profession’s disciplinary 
methods, former practitioner and now Professor 
David Linowes offered reasons why the current 
disciplinary process is being criticized. 
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Elmer Staats of the General Accounting Office 
spoke on the role of the government in disciplin- 
ing the profession. Wallace Olson of the AICPA 
offered several reasons why a profession would 
want a system of self-regulation. Chester 
Vanatta, of Arthur Young & Company, outlined 
possible impacts of the recent investigations on 
the profession’s ability to attract and retain high 
quality personnel. Before accepting the recom- 
mendations of the various committees, he feels 
that public accounting firms should consider 
their impact on the profession’s ability to attract 
and retain high quality personnel. 

Each of the sessions focused on a specific issue 
emanating from the investigations of the ac- 
counting industry by the Metcalf and Moss Com- 
mittees and the Cohen Commission. Researchers 
and others interested in any of these auditing 
issues would find these papers and discussions to 
be a useful introduction. Ng’s paper would be 
especially beneficial to those interested in gain- 
ing a non-mathematical understanding of the 
concepts from agency theory. 

BERNARD K. LOEHR 
Assistant Professor 
Duke University 


GORDON B. Davis and CLYDE A. PARKER, 
Writing the Doctoral Dissertation (Wood- 
bury, New York: Barron’s Educational 
Series, Inc., 1979, pp. vi, 148, $3.95). 


This paperback is designed to assist doctoral 
candidates in developing a systematic approach 
to managing dissertation research. While the 
focus of the book is not on accounting disserta- 
tions, it certainly is applicable to dissertations 
written by accounting majors. The purposes of 
the book, as stated in its preface, are to help 
candidates increase the quality of their research, 
decrease the time spent on the project, and 
facilitate the completion of the dissertation. The 
authors assert that these goals can be achieved 
by implementing the planning and control pro- 
cedures described in the book. 

The book is organized into ten chapters and 
three appendices. The first four chapters discuss 
predissertation events that set the stage for the 
impending research. Chapter 1 describes the role 
of the advisor-and the interrelation between the 
advisor and the candidate. Chapter 2 clearly 
specifies the objectives of dissertation research 
and the major components of the research effort. 
Timetable norms for each component, based on 
a sample of 400 social science dissertations, pro- 
vide realistic expectations for candidates, as well 
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as an overview of the total research effort. Chap- 
ter 3 discusses the role of the dissertation com- 
mittee, while Chapter 4 describes the process of 
converging on a general area for investigation. 

The next five chapters discuss steps in organiz- 
ing and writing a dissertation. Chapter 5 con- 
cerns the selection of a dissertation topic, 
characteristics of a good topic, sources for find- 
ing potential topics, and research efforts that 
generally will not be accepted as dissertations. 
This chapter also presents a strategy for initiating 
a literature search, and provides ample citations. 
Chapter 6 describes steps in developing, refining, 
and presenting a dissertation proposal. A disser- 
tation timetable and budget are discussed in 
Chapter 7. Chapter 8 describes aids that facilitate 
effective interaction between the candidate and 
his dissertation committee, and Chapter 9 pre- 
sents planning and control procedures useful in 
managing dissertation activities. 

The last chapter concerns the dissertation 
defense and publication of the research results. 
Students will find a set of typical questions asked 
at a defense, and suggested approaches to 
answers, to be very useful. The three appendices 
are titled, “Selected Tools and Techniques for 
Searching the Literature,” “Selected References 
on Research,” and “Using the Computer to 
Process Analyses of Research Data.” Each ap- 
pendix contains a sufficient bibliography. 

The authors have accomplished all of their 
objectives in a clean, lean, and direct presenta- 
tion. They have answered many of the questions 
which doctoral candidates have asked over the 
years, and they provide insight into issues about 
which many more candidates should have had 
questions. Their book reads fast: it can be fully 
digested in less than three hours, even by those 
who only achieve moderate reading speed. The 
efficient presentation, in conjunction with the 
price of the book, make it very cost-effective. 
Doctoral candidates, doctoral dissertation com- 
mittee members, and master’s candidates en- 
gaged in thesis writing should include Writing the 
Doctoral Dissertation on their “must read” book 
list. 

RONALD M. COPELAND 
Professor of Accounting 
University of South Carolina 


DALE L. FLESHER, Accounting for Adver- 
tising Assets (University, Mississippi: 
University of Mississippi, 1979, pp. vii, 
97, $5.00). 


This book reports the results of a study which 
was designed to analyze the problems involved in 
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accounting for costs of advertising. The study has 
four objectives: (1) to review the historical 
development of accounting for intangible assets, 
(2) to investigate current generally accepted ac- 
counting principles for advertising costs, (3) to 
recommend improvements in the accounting for 
advertising costs, and (4) to determine whether 
it would be appropriate for accountants to rely 
on certain marketing models which have been 
developed in order to establish guidelines for the 
expensing of capitalized advertising costs. 

The second chapter contains a summary of the 
historical development of accounting for intangi- 
bles, along with a. recapitulation of recent 
developments and a list of historical references at 
the end of the chapter. The main theme of the 
third chapter is that advertising expenditures 
have future benefits which can be substantiated 
and ought, therefore, to be capitalized and 
amortized in future periods. The author argues 
that the accounting profession is unaware of 
recent developments in marketing which, if 
adopted, would enable accountants to “more 
properly allocate the marketing costs to the 
revenues subsequently resulting from such 
costs.” In the author's view, the allocation of 
advertising costs to the period in which they are 
incurred is arbitrary and cannot be justified from 
a theoretical standpoint. A more reasonable ap- 
proach would be to attempt to establish a corre- 
lation between current advertising expenditures 
and revenues which follow in subsequent 
periods. 

Support for the practice of capitalization of 
some portion of advertising expenditures is pro- 
vided in Chapter IV, where three different 
advertising decay models are described which 
might prove useful to accountants in allocating 
advertising costs between periods. Applications 
of some of the models are presented in Chapter 
V. The models are (1) advertising awareness 
models, (2) multivariate regression models, and 
(3) experimental design models. To utilize adver- 
tising awareness models would require the firm 
to measure the rate at which consumers forget 
having seen the firm’s advertisements. Such a 
rate would then be used as a basis for allocating 
advertising costs over time. Multiple regression 
techniques could be utilized by firms that have 
collected both sales and advertising data for 
several years. With such data available, the ac- 
countant could use multiple regression to draw 
inferences regarding what percentage of revenue 
is dependent upon current-period advertising 
expenditures and what share is dependent on 
past expenditures. This model enables the ac- 
countant to measure the percentage of current- 
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period advertising expenditures which can be 
expected to generate revenue in future periods. 
When this percentage is determined, the ac- 
countant capitalizes the appropriate amount of 
advertising expenditures. Since the model gen- 
erates data correlating sales with advertising 
expenditures over time, it can be used as a basis 
for subsequent amortization of the previously 
capitalized expenditures. Experimental design 
models could be employed by the firm to mea- 
sure the carryover benefits of advertising. The 
Vidale-Wolfe model is cited as being particularly 
appropriate because of its high rate of ac- 
ceptance by the marketing profession. To em- 
ploy experimental design models, the firm must 
perform studies which attempt to measure the 
percentage of advertising expenditures which 
result in sales in future periods. Such percentages 
could be used to allocate costs over several 
periods. 

The overall tone of the book is normative, 
since the author clearly favors the capitalization 
of advertising costs. The author has done an 
excellent job, however, of making a balanced 
presentation. Both the advantages and limita- 
tions of the advertising decay models are clearly 
explained. 

This study is of particular interest to two 
groups. Accounting researchers interested in 
exploring the possibility of employing new tools 
to obtain improvements in matching costs and 
benefits will find this book thought-provoking. 
The techniques described could also be utilized 
by participants in merger negotiations in order 
to support or refute dollar values attributed to 
existing advertising goodwill in a combining 
company. 

JOHN T. AHERN, Jr. 
Associate Professor 
DePaul University 


CHARLES H. GIBSON and Patricia A, 
BOYER, Financial Statement Analysis 
(Boston, Mass.: CBI Publishing Compa- 
ny, Inc., 1979, pp. x, 456, $15.95). 


Given the level of FASB and SEC activity in 
recent years, preparation of financial statements 
has become increasingly complex. The added 
burden on the accounting student increases the 
tendency to resort to a “cookbook” approach to 
learning. A financial statement analysis (FSA) 
course offers advantages in this environment. It 
reinforces and deepens the student’s previous ac- 
counting education by focusing on interpretation 
as opposed to presentation. By involving the 
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student in real data as seen by real users, a 
greater appreciation of the contributions of and 
compromises underlying accounting data is 
possible. 

Gibson and Boyer have authored a new text- 
book targeted for an introductory one term 
undergraduate course in traditional Financial 
Statement Analysis. FSA is a traditional text in 
that it investigates relationships (ratios) at the 
individual firm level. These relationships are 
first examined within an individual firm’s finan- 
cial statements at a point in time and then across 
time. Cross-sectional and time series compari- 
sons are also made with other firms and with 
industry averages. Macro-level concepts such as 
assessment of systematic risk in a portfolio con- 
text, firm (or equity) valuation models, and 
financial distress prediction models are not 
discussed. 

Each chapter begins with an outline of subjects 
to be covered. The first two chapters present a 
brief review of the concepts underlying the con- 
ventional accounting model and introduce the 
components of financial statements. In order to 
maintain brevity and to avoid confusion, con- 
siderable detail is omitted. For instance, the 
authors state: “In a period of rising prices, LIFO 
gives the besi cost of goods sold figure, in terms 
of current valuation” (p. 32). This is, of course, 
not the case when inventory levels are declining. 
The authors also state that “To be conservative 
in analysis, consider deferred taxes payable to be 
a liability” (p. 35), and “Since minority interest is 
seldom material, we recommend that it be con- 
sidered a liability to simplify the analysis” (p. 39). 
These points do not appear to be expanded upon 
later in the text. The reviewer leaves it to the 
reader to decide whether these simplifications 
are appropriate. At a minimum, prior or con- 
current training in financial accounting is manda- 
tory. 

Chapters 3 through 10 are the core of the 
book. Ratio analysis and common-size state- 
ments are the central techniques of traditional 
FSA. Ratio analysis is given detailed attention 
in each of three categories: short term liquidity, 
long term borrowing ability, and profitability. 
Traditional subjects omitted or only briefly 
touched on include accounting for foreign opera- 
tions and accounting for research and develop- 
ment costs. In the case of R & D, the authors 
imply that the uniformity imposed by FASB 
Statement No. 2 avoids confusing those who 
analyze financial statements (p. 358). 

The authors correctly emphasize the impor- 
tance of comparisons to the analyst. As an 
example, sample industry ratios from five differ- 
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ent public sources (Dun & Bradstreet, Robert 
Morris Associates, Standard & Poor’s, etc.) are 
reproduced in Chapter 3. This points out the 
major feature which differentiates this work; 
namely, it makes extensive use of actual financial 
statements to illustrate the material. For exam- 
pie, the complete 1976 Owens-Illinois statements 
(including footnotes) are reproduced in Chapter 
4 and are used to facilitate the discussion of 
analysis techniques in Chapters 5 through 9. 
Chapter 10 concludes the extended illustration 
by comparing Owens-Illinois to three competi- 
tors and to the container industry. as a whole. 
This satisfies the dual goal of exposing the 
student to real world complexity and yet allowing 
the student to work through an entire analysis. 
Chapter 11 exhibits the types of inconsistencies 
that one might expect in a first edition. The 
objective “is to discuss the quality of financial 
statements as they are now presented” with 
emphasis on the limitations faced by the analyst 


(p. 325). The authors advocate current value’ 


accounting as likely to be more informative than 
price-level-adjusted (PLA) accounting and offer 
the “opinion that PLA statements will not 
generally be included with traditional historical 
statements” since “on a supplemental basis, 
{they] would be confusing to the public and they 
would be misinterpreted” (p. 338). They fail to 
explain why current value accounting would not 
suffer from similar disadvantages. Perhaps 
implicit is a belief that current value data would 
be sufficiently appealing to professional analysts 
to justify the cost to stockholders and/or con- 
sumers. In discussing the possibility of a market 
price reaction to current value data, the authors 
state: “We can be sure that if there is a reaction, 
it will be downward” (p. 353). The absence of 
current cost reporting (prior to 1977) does not 
mean the market does not “adjust.” The aggre- 
gate adjustment may be upward- or downward- 
biased. The direction is far from obvious. It is 
possible that current value reporting could reveal 
data previously too costly for market participants 
to justify obtaining. 

The discussion of earnings quality is am- 
biguous and perhaps poorly conceived. First, 
the authors address earnings quality in terms of 
conservatism and then three pages later in terms. 
of improved disclosure. No all-embracing defini- 
tion of “quality” is offered. The authors assert 
that “the more conservative the accounting 
policies, the better the quality of earnings re- 
ported” (p. 354), thereby implying that maximiz- 
ing quality results from selecting the technique(s) 
which minimize profits. It is unlikely that con- 
servatively calculated (i.e., intentionally biased) 
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earnings would be desired across all users. 
Finally, the authors make the misleading state- 
ment that “A benefit that a conservative com- 
pany realizes ts a lower immediate tax payment 
thus giving the company more funds with which 
to work” (p. 355). Most financial accounting. 
rules can be selected independent of tax con- 
siderations (LIFO being the major exception) 
such that a firm can minimize its tax burden 
while seeking an alternative objective for finan- 
cial reporting. | 

The final chapter reflects both the strengths 
and weaknesses of the book. Previous chapters 
emphasized manufacturing, retailing, whole- 
saling, and service industries. Chapter 12 dis- 
cusses the problems in analyzing three dissimilar 
regulated industries—banks, utilities and 
transportation. Actual financial statements are 
used as examples, but again the analysis glosses 
over some major problems in these industries. 
For example, there is no discussion of the impact 
of large construction budgets on liquidity and 
earnings in the utility industry. For instance, in 
1975, the “other income” account arising from 
the interest capitalization entry, allowance for 
funds used during construction (AFC), was over 
90 percent of earnings available for common 
for Nevada Power Company (the example 
company). Construction work in progress made 
up more than 27 percent of total assets. Since (1) 
capital invested in unfinished plant must earn a 
return (through interest and dividends) and (2) 
AFC earnings do not represent current cash 
inflows, an analysis ignoring these factors would 
tend to be insensitive as to whether or not 
Nevada Power was in a cash flow bind. Another 
example of inconsistencies in the text is the 
analysis of Pan American World Airways. In 
computing the ratio of long term debt to 
operating property, long term debt excluded (1) 
deferred taxes contrary to the authors’ own 
italicized instructions on p. 35, and (2) lease 
obligations (totaling $437 million in 1973) con- 
trary to their advice on p. 167. To not even 
mention the potential impact of leases in the 
airline industry is a serious oversight. 

In summary, the authors appear to be con- 
sciously trading off depth of analysis for simpli- 
city of exposition. However, given the injection 
of considerable real material in both the body of 
the text and the problem and cases at the end of 
most chapters, this may be an appealing com- 
bination for many who are considering a tradi- 
tionally oriented FSA text. 

ROBERT M. BOWEN 
Assistant Professor of Accounting 
University of Washington 
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GEOFFREY M. GILBERT, GREGORY J. 
LACHOWICZ and JAMES F. Zip, Account- 
ing and Auditing for Employee Benefit 
Plans (Boston, Massachusetts: Warren, 
Gorham & Lamont, 1978, pp. xiii, 400, 
$46.00). 


Do we really need over 400 pages ofstext for 
the narrow topic of accounting and auditing for 
employee benefit plans? My answer is a qualified 
“yes.” This book, prepared by three practicing 
auditors, is a manual to aid accountants in pre- 
paring and/or auditing a benefit plan’s financial 
statements and other regulatory reporting re- 
quirements. This book is not concerned with 
accounting for an employer’s costs of benefit 
plans. 

Since the enactment of the Employee Retire- 
ment Income Securities Act of 1974 (ERISA), 
certain employee benefit plans are required to 
issue various financial statements and reports. 
The reporting requirements are rather complex 
since at least three governmental agencies are 
involved: Department of Labor (DOL), Internal 
Revenue Service (IRS), and Securities and Ex- 
change Commission (SEC). The issue is further 
complicated since no Generally Accepted Ac- 
counting Principles for plan financial statements 
exist as yet. Plan accounting has been a contro- 
versial topic, evidenced by the fact that an FASB 
exposure draft issued in April 1977 has received 
more than 700 comments, and the Board has 
taken more than two years in preparing a second 
exposure draft (which was released in the 
Summer of 1979). Also, plan accounting offers 
a rich setting for various auditing issues, includ- 
ing the use of the work of a specialist. 

This book is organized in four parts, contain- 
ing 16 chapters. Parts I and II are introductory 
material on the development of employee benefit 
plans and the principles of actuarial estimations 
used in plan accounting. Part III covers the cur- 
rent status of the various reporting requirements 
and the accounting standards, while Part IV pro- 
vides practical guidance for auditing and report- 
ing on pension plans. 

Chapter 1 reviews the characteristics of 
employee benefit plans with respect to the most 
common types of benefits, contributions, and 
administrative structures. Chapters 2 and 3 high- 
light segments of ERISA and the Internal 
Revenue Code (RC), respectively. This first 
part is: 


“designed to provide the auditor with a basic back- 
ground in the various types of employee benefit 
plans, the statutory requirements of ERISA, and 
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the regulatory requirements of the Department of 
Labor and the Internal Revenue Service” (p. vi). 


The authors should be commended for their 
efforts to provide a basis or framework for the 
topic before delving into detailed technical 
issues. Unfortunately, the topics are treated as 
independent segments rather than as an inte~’ 
grated whole. While Chapter 1 does a good job 
of classifying the benefit plans based on their 
structure, it is silent on the purpose of the various 
plans or the economic and social issues that 
pave rise to the various plans. Likewise, Chapters 
2 and 3 are largely a collection of annotated 
terms and IRC sections. It is only fair to point 
out that the codified form of the text, while 
suitable for reference manuals, results here in a 
lack of continuity and integration. 

Part II, Chapters 4 through 9, provides an 
introduction to actuarial concepts that must be 
understood by the auditor of a benefit plan to 
be in confirmity with Generally Accepted Audit- 
ing Standards (SAS No. 11: Using the Work of a 
Specialist). The organization of this part follows 
the sequence of entries in “Actuarial Informa- 
tion” (Schedule B, Form 5500) filed with the IRS. 
While this sequencing facilitates ready reference 
by an auditor, it hinders coherent development 
of the principles of actuarial estimation methods. 
For example, the discussion of actuarial assump- 
tions is presented in the fourth chapter (Chapter 
7) of this part. This chapter should have been 
placed immediately after Chapter 5, which pro- 
vides a good, concise explanation of actuarial 
estimation principles using the familiar concept 
of the present value of an annuity. The book tries 
to cover, in a limited space, virtually all actuarial 
valuations and techniques, usually through a 
single example, and results in coverages of super- 
ficial depth. It is doubtful that an auditor can 
obtain sufficient knowledge from this book “to 
determine whether the findings (of the actuary) 
are suitable for corroborating the representations 
in the financial statements” (SAS §336.08). 

Part IN attempts to reconcile existing report- 
ing requirements. Chapter 10 is devoted to the 
annual reporting requirements of the Depart- 
ment of Labor and the Internal Revenue Service 
(Form 5500). The accounting and auditing issues 
cannot be separated, since the report to the 
Department of Labor must include a set of 
audited financial statements. Guidelines for plan 
accounting is the subject of Chapter 11, and it is 
essentially a summarization of the FASB’s 1977 
exposure draft and SEC regulation S-X. Chapter 
12 presents the authors’ guidelines for plan ac- 
counting until the FASB statement is issued (the 


eaa ae tt ns tte 


214 


Statement was scheduled to be issued before the 
planned publication of this review). To the best 
of my knowledge, the new Statement will include 
substantial changes from the 1977 draft. The 
general consensus of the Board at this time seems 
to be that the benefits of providing “financial 
information that is useful in assessing the plan’s 
present and continuing ability to pay partici- 
pants’ benefits when due” should be weighed 
against the cost of providing the most desirable 
data. The Board is making considerable effort 
to make the Statement’s requirement consistent 
with that of the DOL regulations to the extent 
practicable. Ideally, one set of financial state- 
ments should be able to satisfy the disclosure 
requirements of the DOL, IRS, and SEC, while 
providing sufficient information to the plan parti- 
cipants and other interested parties. 

Part IV offers auditing and reporting guide- 
lines. In addition to the normal responsibilities of 
the auditor, “an overriding audit responsibility 
is to determine that the plan is operating in ac- 
cordance with its provisions and that the plan 
and its operations are in compliance with 
ERISA” (p. 13-15). Also, the plan audit involves 
using the work of specialists and, quite often, 
the work of other auditors. The comprehensive 
internal control evaluation form (Chapter 14) 
and the guidelines for the conduct of an audit 
(Chapter 15) should prove quite useful in prac- 
tice. Finally, Chapter 16 is a collection of sample 
reports for various degrees of auditor involve- 
ment, 

This book makes a contribution by collecting 
a wealth of information on various aspects of ac- 
counting and auditing for employee benefit plans 
in one volume. Its comprehensiveness was ob- 
tained at some cost, however. It covers both the 
“what is” (Parts I and II) and the “how to” (Parts 
Ill and IV) of accounting and auditing for benefit 
plans. The authors’ attempt to blend these two 
aspects together in same format results in some 
difficulties. Since the book will require revision 
with the imminent, and perhaps continuing, 
changes in accounting and auditing guidelines, 
the latter aspect seems to be well-suited for 
loose-leaf binding. The first two Parts should be 
developed as a separate book. Then, the organi- 
zation and development of these issues need not 
be tied to the logical sequence of the “how to” 
segments. This would allow for a more co- 
herent and integrated development, as well as 
provide the space needed for depth in its 
coverage. 

One item of major interest is the book’s useful- 
ness for classroom adoption and for research 
reference. It is difficult to picture a course where 
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a substantial portion of this book could be 
adopted. However, carefully selected segments 
could be used to supplement other textbooks. 
For example, Chapters 1, 4, and 7 could be used 
in conjunction with accounting for pension costs 
(e.g., Welsch, Zlatkovich and Harrison, Chapter 
21; Kieso and Weygandt, Chapter 22). Also, seg- 
ments of Chapters 14 through 16 could be used in 
auditing classes to provide examples of SAS 11, 
SAP 26 and 45. As for research use, the book can 
only serve as a quick check of related issues. The 
coverage of any one issue is not rich enough to 
provide the necessary information for research. 
Lack of a bibliography also diminishes its useful- 
ness in this regard. 

Do we really need a bulky book for the narrow 
topic of accounting and auditing for employee 
benefit plans? Unfortunately, at the present time, 
we probably need even more. 

SoonG H. PARK 
Assistant Professor of Accountancy 
University of Illinois at Urbana-Champaign 


MALVERN J. Gross, JR., and WILLIAM 
WARSHAUER, JR., Financial and Account- 
ing Guide for Nonprofit Organizations, 
Third Edition (New York: The Ronald 
Press, John Wiley & Sons, Inc., 1979, 
pp. xi, 568, $23.95). 


Are you the treasurer of an eleemosynary insti- 
tion? Are you involved in the audit of such an 
enterprise? Would you dare to put the organiza- 
tion’s financial statements to the “grandparent 
test”? 

If your answer to any of these questions is yes, 
this updated version of Gross’s original work of 
1972 certainly deserves a spot in your reference 
library. In accord with its previous two editions, 
the book does not treat those topics usually as- 
sociated with “governmental accounting.” Its 
scope is limited to financial issues confronting 
nongovernmental, nonprofit organizations (e.g., 
foundations, hospitals, churches, and clubs). 
Generally easy to read and requiring practically 
no accounting background, the text provides 
more than an ample number of illustrations of 
financial statements. The mundane (but often 
confusing) aspects of bookkeeping mechanics 
are wisely deferred to the end of the book. A 
subtitle for the guide might be: “Everything a 
Layman Always Wanted to Know About Finan- 
cial Accounting and Financial Management for 
the Nonprofit Organization but Was Afraid to 
Ask.” 

The need to publish a third edition un- 
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doubtedly arose from the rapid development in 
the nonprofit area during the past five years. 
Virtually all of the major changes from the 
earlier two efforts are found in Part II, “Ac- 
counting and Reporting Guidelines” (Chapters 
13 to 18). Here the current “state of the art” is 
presented through a capsulized discussion of the 
most recently issued versions of the AICPA’s 
Industry Audit Guides for Voluntary Health and 
Welfare Organizations, Colleges and Universi- 
ties, and Hospitals. In addition, two new chap- 
ters are devoted to the 1978 AICPA Statement 
of Position which applies to all nonprofit organi- 
zations not covered by one of the previously 
mentioned Audit Guides. Finally, the authors 
explain the role of the FASB and offer their 
thoughts on the likelihood that one set of 
generally accepted accounting principles will 
someday exist in the nonprofit sector. 

Besides its obvious utility as a reference 
manual, the main strength of the book is Gross 
and Warshauer’s willingness to take positions on 
controversial issues. Unlike some financial ac- 
counting texts which simply list the acceptable 
alternatives for reporting a certain item, this 
guide clearly states the approach which the 
authors recommend. Even the AICPA’s three 
Audit Guides and its Statement of Position are 
not considered sacrosanct. For example, the 
illustration of the Statement of Changes in Fund 
Balances in the College and University Audit 
Guide does not include a column entitled “Total, 
All Funds.” But, since it is consistent with their 
arguments for financial statement presentation 
(pp. 149-152), this “total” column is present in 
the example offered by Gross and Warshauer 
(pp. 208-209). 

The “grandparent test” is simply the authors’ 
manner of expressing today’s concern for the 
reader of financial statements. The two best 
explanations of the test are found at the begin- 
ning (“Can those statements be clearly under- 
stood by any interested ‘grandparent’ of average 
intelligence who is willing to take some time to 
study them?” (p. 6)) and the end (“If the sug- 
gestions and recommendations that have been 
made throughout this book are heeded, the 
treasurer will be able to put together financial 
statements that are straightforward and clear to 
the unknowledgeable reader; in short, that will 
easily pass the ‘grandparent’ test” (p. 535)) of the 
book. Because of their immense detail, financial 
statements predicated on fund accounting fre- 
quently fail the test. Thus, the authors make the 
popular argument that financial reports of non- 
profit organizations should be modified so as to 
resemble more closely the more understandable 
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reports provided by profit-seeking businesses. 
Although highly appealing, the underlying 
rationale for this approach has never been totally 
satisfactory. Fund accounting financial state- 
ments should never be subjected to the “grand- 
parent test.” They have always been basically 
intended for internal management, not the un- 
knowledgeable reader. The authors allude to this 
point but never make it explicitly. 

When the next major revisions in the account- 
ing rules for nonprofit organizations are promul- 
gated (perhaps in 1982 or 1983), Gross and 
Warshauer will likely produce a fourth edition. 
Two suggestions come to mind for making that 
effort better than the previous three. First, the 
authors should compromise somewhat on their 
strict adherence to financial accounting. One of 
their principal arguments for using the accrual 
basis (including, of course, recording deprecia- 
tion) and for reporting expenses by function is 
that these accounting techniques are needed to 
determine the costs of services rendered and pro- 
grams provided. Yet conspicuous by its absence 
in the first three editions is any primer on de- 
riving such costs. The closest the current text 
comes to any treatment of cost accounting is a 
three-page discussion (pp. 327-329) of cost 
behavior patterns in Chapter 19 (“The Impor- 
tance of Budgeting”). Certainly a chapter or two 
on the fundamentals of cost determination would 
enhance the book. 

The other suggested improvement is strictly 
stylistic. The book is replete with sentences 
which begin, “It should be noted that...” or 
“It is recommended that...” or “It should be 
emphasized that. . . .” The ultimate is found on 
page 170 where a sentence in a concluding para- 
graph starts, “It has been indicated that it is 
extremely important that....” All of these 
introductory clauses are superfluous. Every one 
can be removed without changing the essence of 
the sentence. Besides reducing the book’s total 
number of pages by at least ten, this purging of 
awkward phraseology would also substantially 
reduce the anguish of at least one reader. 

RAYMOND J. KRASNIEWSKI 
Associate Professor of Accounting 
and Public Administration 
The Ohio State University 


INSTITUT DER WIRTSCHAFTSPRUFER IN 
DEUTSCHLAND E.V. and WIRTSCHAFT- 
SPRUFERKAMMER, Accounting and Audit- 
ing in One World, Proceedings of the 11th 
International Congress of Accountants 
(Düsseldorf, Federal Republic of 
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Germany: IdW-Verlag GmbH, 1978, 
pp. 511 plus photographic appendix). 


The 11th International Congress of Accoun- 
tants, held in Munich on October 10-14, 1977, 
was organized for 3,700 delegates from 68 
countries. This volume designed to serve as a 
“collector’s item” as well as a reference on re- 
ported professional research studies, includes 
program details, speeches, research reports, 
rosters, photographs, and study group sum- 
maries. 

The keynote address was delivered by the 
Economics Minister of the Federal Republic of 
Germany. He stressed the increasing interna- 
tional integration and cooperation among cor- 
porations and emphasized the need for intensi- 
fied efforts by accountants for cooperation on 
subjects of international importance. The diffi- 
culties of achieving international harmonization 
call for perseverance, he noted. The minister 
also noted the developments regarding Mit- 
bestimmung, whereby the supervisory board of 
large public companies are to be comprised of 
an equal number of representatives from labor 
and the owner class. 

The first plenary session consisted of reports 
by the Presidents of international and regional 
professional bodies on progress toward harmoni- 
zation of accounting and auditing practice. 

These reports included brief reviews of the 
history, goals and activities of the various organi- 
zations since the Sydney Congress (1972) or since 
their formation following that meeting. The 
reports touched on the need to resolve inflation 
accounting problems and to integrate inter- 
national standards and local regulations. 

The second plenary session, meeting the needs 
of users of published financial statements, in- 
cluded reports from Argentina, the United States 
of America, Sweden, South Africa, New 
Zealand, Belgium, and Japan. Presenters 
focused on existing information, recommenda- 
tions for additional disclosures (i.e., forecasts) 
and fields for research into areas of new informa- 
tion where public awareness was developing—to 
include management performance audits and 
social accounting. These papers contain valuable 
insights into fundamental international differ- 
ences in disclosure trends and customs, as well 
as recent deyelopments in the subject countries. 
The need for harmonization of accounting 
principles, financial statement content, and 
auditing standards was also stressed. The panel 
discussants for this plenary session included 
A. Clarence Sampson, Jr., now Chief Accoun- 
tant of the Securities and Exchange Commission, 
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who emphasized the need for credibility in the 
reports of management and auditors. 

The final plenary session on accounting, fore- 
casting, and consulting for management are 
focused on a general report prepared by Philip L. 
Defliese of the United States, on the subject of 
the function and role of management accounting 
and financial accounting. Defliese noted “aca- 
demics feel that there is a sharp distinction be- 
tween managerial accounting and financial ac- 
counting. We in practice do not feel there is such 
a distinction. ...” The report concluded that 
there was a growing need to investigate the inter- 
relationship between accounting, forecasting 
and consulting. Commentaries on this report by 
six accounting leaders addressed several matters, 
including the relationship between consultants 
and management, cost of capital considerations, 
and computer development as it reflects the in- 
creasing importance of automation in record 
systems. 

Two study groups in particular merit comment 
in this review because of their relation to the 
development of fundamental international ac- 
counting practices. Study Group 1 (Accounting 
for the Changes in the Value of Money) ac- 
knowledged that the problem of inflation was 
significant and that while it was viewed as an 
“internal” problem in many countries, it had 
direct effects on other nations. Criticisms of the 
historical cost method and reviews of various 
practices employed to offset the undesirable 
effects of inflation were noted. Study Group 7 
(The emergence of the International Accounting 
Standards Committee) reported on the assimila- 
tion process of international and local standards. 
At present, “local” standards govern the content 
of published reports, and the influence of inter- 
national standards is subject to limitations on 
effectiveness as determined by the support of the 
local profession. 

Academics who have an interest in matters 
dealing with international accounting and audit- 
ing will find that selective reading (and potential 
class assignment material} from this volume will 
enhance particular knowledge and increase ex- 
posure to the complexities of achieving the 
harmonization of “Accounting and Auditing on 
One World.” 

GARY JOHN PREVITS 
Professor of Accounting 
Case Western Reserve University 


PATRICK R. A. KIRKMAN, Accounting 
Under Inflationary Conditions, Second 
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Edition (London: George Allen & Unwin, 
pp. xiv, 300, $29.95). 


With a clear conviction that “the accountancy 
profession in the UK should make a really deter- 
mined effort to introduce a CCA (current value) 
system to provide more effective decision- 
making material for management, shareholders, 
and the other major users of accounts,” the 
author of this treatise presents, in a very interest- 
ing and pleasing style, a concise explanation of 
the problem and develops a logical body of argu- 
ments supporting his conviction. 

Quite naturally, the inquiry is strongly in- 
fluenced by the United Kingdom environment; 
however, the author has carefully documented 
the international aspects of inflation accounting 
throughout the book and wisely concludes that, 
“,.. in the long term some kind of international 
agreement should be reached regarding the 
desirability and content of inflation accounting 
systems.” The chapter devoted exclusively to in- 
flation accounting outside the United Kingdom is 
an excellent review of the background and cur- 
rent state of the art throughout Western Europe, 
North and South America, and Australasia with 
some references for Africa and Asia. Interesting- 
ly, he observes that Australia and New Zealand 
may well be the first countries with full- 
developed current value accounting systems. 

Like the first edition (1974), this book caters 
for an international readership not only of ac- 
countants but also students of economics and 
business, investors, managers, labor leaders, and 
legislators. In postulating on the probable effects 
of a current value system on profits, pricing, 
wage bargaining, and stock values, the author 
whets the appetite of the business world, and, in 
relating the effects to price controls, capital 
formation, allocation of resources, economic 
stability, and taxation, he informs labor leaders 


and central governments of their interests in- 


these developments. 

American readers of this book, who were 
reminded just last May by Securities and Ex- 
change Commission Chairman Harold M. Wil- 
liams that conflicting reports of record corporate 
profits on one hand and inadequate earnings to 
maintain capacity on the other hand confuse 
political leaders and the public, will be impressed 
with the parallel between the developments in 
the United States and the United Kingdom. The 
striking similarity is sufficient to make one 
wonder if the United Kingdom’s rapid movement 
toward current value accounting signals the im- 
minent discarding of general price level account- 
ing in the United States and a rush to some 
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system of current value. 

The author develops a convincing case that 
complete agreement on a system of accounting 
for inflation in the near future is unlikely; but, 
with a deep sense of urgency, he argues that it 
would be better to get a slightly unsatisfactory 
inflation accounting system off the ground rather 
than to have no system at all. 

Throughout the book, illustrations are simple 
and forceful. Each of the 16 formal chapters is 
carefully summarized, and the book is very well 
referenced. Nearly any serious contemporary 
inquiry into accounting under inflationary condi- 
tions should include a careful study of this 
excellent book. 

NOLAN E. WILLIAMS 
Walter B. Cole Professor 
of Accounting 
University of Arkansas, Fayetteville 


ADOLPH G. LURIE, Business Segments: A 
Guide for Executives and Accountants 


(New York, New York: McGraw-Hill 
Book Company, 1979, pp. x, 180, $14.95). 


The proliferation of public and private sector 
regulatory bodies requiring business segment 
reporting has resulted in a diversity of segmenta- 
tion methods, procedures, and disclosure rules 
that tax the corporate accounting system. The 
objective of this book is to aid executives and 
accountants in reducing the burden of segment 
reporting by providing a “step by step” procedure 
for developing a segment accounting system that 
can provide management with data needed to 
meet the reporting requirements of the Financial 
Accounting Standards Board (FASB), Securities 
and Exchange Commission, Federal Trade Com- 
mission (FTC), Internal Revenue Service, and 
other government agencies. 

The first part of this six-part book is devoted to 
an overview of the general subject of segment 
reporting. The history of the development of seg- 
ment reporting is presented without necessarily 
detailing how or why the developments oc- 
curred. The second chapter briefly lists some of 
the potential areas in which segment data can be 
useful. The discussion focuses primarily on the 
managerial users of segment data. Throughout 
the chapter, there is little expansion on the listed 
benefits of segment reporting to show how seg- 
ment data can be useful in earnings projection, 
risk analysis, and the analysis of profit fluctua- 
tions. Chapter 3 highlights the differences in 
specifying agency regulations in these areas 
which require special attention in designing an 
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accounting system to fulfill all data needs. 

The second part focuses on two major issues 
that have taken on added importance with the 
external reporting of segment data, intersegment 
transfer pricing policy selection, and the alloca- 
tion of common costs. The fourth chapter sum- 
marizes the transfer pricing requirements of the 
FASB and FTC segment reporting regulations 
and describes the more common transfer pricing 
procedures of cost, market negotiated price, and 
cost-plus-fixed-fee or fixed markup. Each is 
described in a paragraph that explains neither 
the benefit nor the disadvantages of the method. 
The next chapter follows the format of the fourth 
one by describing the problems inherent in cost 
allocation, summarizing FASB and FTC require- 
ments, and describing the allocation methods for 
both noninventoriable and inventoriable costs. 
The allocation mechanics of the methods are not 
discussed in any depth with the exception of a 
cost allocation method based on the Massa- 
chusetts franchise tax formula. 

The third part describes the process for deter- 
mining lines of business and the content of 
government agency segment reporting programs 
and the selection of reportable segments in con- 
formance with FASB Statement No. 14. The 
author suggests that the first step in determining 
business segments is an identification of products 
and services. During this process, the products 
can be associated with the FTC Industry Cate- 
gory List which would enable the company to 
disaggregate segment data as is needed for FTC 
reporting. Compliance with FASB Statement 
No. 14 may provide management with insights 
into how the management information system 
should be revamped. The author provides a good 
summary of Statement 14 reporting procedures 
as well as a clear illustration of the process and 
AICPA-developed flowchart summarizing the 
reporting requirements of the Statement. 

Chapter 9 of the book provides an overview of 
the significant segment reports that a company 
may be required to prepare. Much of the infor- 
mation contained in this chapter can be found 
throughout previous chapters. The exception to 
this is the explanation of the purposes of the 
schedule that the FTC requires in its line-of- 
business reporting program. The fourth part out- 
lines the auditing standards and procedures relat- 
ing to the auditor’s examination of the firm’s 
financial statements with respect to segment 
information. 

The author is to be commended for bringing 
together the major segment reporting require- 
ments and attempting to coordinate them so that 
the accounting process can be simplified. How- 
ever, most of the book is devoted to a review of 
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the history and reporting requirements them- 
selves, and too little text is spent showing how to 
coordinate the accounting requirements. Per- 
haps this is due to the flexibility allowed 
company managements in the segmentation pro- 
cess in conformity with FASB Statement No. 14. 
There are no definite rules to coordinate. There 
is also a persistent lack of depth in subject 
coverage and absence of illustrative examples. 
Rather than presenting a “step by step” proce- 
dure, this book raises a series of issues that must 
be resolved in designing a segment reporting ac- 
counting system. It does not give enough detail 
to enable the executive or accountant to make a 
final resolution of reportiag problems. 

Although a 180-page book cannot be expected 
to provide all of the answers, it nonetheless has 
merit as an introduction to the history of segment 
reporting and the issues involved in developing 
a coordinated accounting system to develop 
segment data. 

' MAUREEN SMITH 
Assistant Professor of Accounting 
Michigan State University 


EDWARD J. LUSK and JANICE GANNON LUSK, 
Financial and Managerial Control: A 
Health Care Perspective (Germantown, 
Maryland: Aspen Systems Corporation, 
1979, pp. xi, 564, $35.00). 


Each chapter in this text begins with a quota- 
tion. Chapter 1 begins with a phrase from Rappa- 
port, “If you don’t know where you're going, any 
map will do.” The chapter on capital financing 
quotes Proverbs in advising that “Better is half a 
loaf, than no bread.” Tkis book constitutes at 
least half a loaf for the health care industry but its 
objectives are not clearly mapped, and it is 
difficult to know after reading the book, whether 
you have arrived. 

Similar texts on financial and managerial ac- 
counting for health care organizations have not 
included problems and cases. Although this text 
does contain a selection of questions, it does not 
provide students with a sufficient appreciation of 
the real-world problems of managers or accoun- 
tants in health care organizations, 

As a reference volume for health care pro- 
fessionals, the book contains more than enough 
journal entries and symbols to satisfy anyone’s 
intellectual curiosity, The book does rely on 
some previous exposure to journal entries. The 
non-accountant could easily get lost in either the 
mathematics or the accounting. Many chapters 
start with very elementary material and move 
quickly to advanced material that cannot possi- 
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bly be on-line in more than a few hospitals. 
Presumably, this material is presented as a 
normative suggestion and as such should be 
clearly labeled. 

Two examples of these theoretical suggestions 
will be cited. Chapter 13 discusses a behavioral 
approach to budgetary control. The first step in 
this process is described as an evaluation of the 
semantic dimensions of performance measure- 
ment. The chapter proceeds with a complete dis- 
cussion of how to conduct a semantic differential 
study of the various types of control information 
used in a hospital. A hospital case study using 
the semantic differential is also developed. While 
this is commendable, very few professionals 
would initiate such a study on their own. Similar- 
ly, imagine the student in his/her first three 
months on the job who sets out to identify the 
various dimensions of the organization’s seman- 
tic space. 

The second example is to note that the capital 
budgeting chapter ignores present values and dis- 
counted cash flows, which are admittedly diffi- 
cult concepts for many students and managers. 
However, these difficulties are increased by 
introducing two innovations: (1) a relevance 
model, and, (2) an eigenvalue prioritization 
model. Both models require matrix algebra and 
they would probably require complicated com- 
puter programming that is not generally available 
in many health care organizations. They would 
also require, as do discounted cash flow models, 
collecting information about the relative attri- 
butes of capital projects that may not be readily 
available in the organization’s information 
system. 

Finally, the discussion of variance analysis is 
limited to three pages, and the suggested vari- 
ances are merely a function of comparing current 
costs to last period’s costs. Recent developments 
in cost accounting for health care organizations 
suggest that standard costs are relevant and feasi- 
ble. This trend is ignored. The authors go further 
to imply that standard costing can be easily 
manipulated and biased. Their “pertinent illus- 
tration” of this point could be applied to any 
organization, and few authorities recommend 
that standard costs be abolished in industrial or 
manufacturing organizations, despite possible 
manipulation or bias. 

In summary, the book does provide much use- 
ful material on financial and managerial control 
for health care organizations. This book could be 
used as a supplementary text or reference in an 
advanced managerial accounting class con- 
cerned primarily with nonprofit organizations. It 
would be an excellent text for advanced continu- 
ing education classes where the participants had 
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a strong accounting background. Unfortunately, 
this text is generally not suited to introductory 
courses. Indeed, the book is better than half a 
loaf in providing useful insights to both managers 
and students. Unfortunately, it will probably not 
provide a whole loaf for either. 

Financial managers and administrators will 
find useful ideas here. Not every organization 
will have the time or energy to implement more 
than a few of their suggestions. However, those 
few are more than sufficient justification to 
purchase the book. 

Bruce R. NEUMANN 
Associate Professor of Accounting 
State University of New York at Albany 


STEWART Y. MCMULLEN, Financial State- 
ments: Form, Analysis and Interpreta- 
tion, Seventh Edition (Homewood, Ill.: 
Richard D. Irwin, Inc., 1979, pp. xii, 585, 
$19.95). 


The environment and techniques of Financial 
Statement Analysis (FSA) have become in- 
creasingly complex in recent years. Given con- 
straints of class time and student background, 
instructors designing a course in FSA must make 
explicit tradeoffs regarding the amount and diffi- 
culty of the material which can be covered. 

Three decades ago, the text under review 
would have been close to the prevailing “state of 
the art.” The seventh edition of McMullen’s 
Financial Statemenis (FS) is targeted to an 
undergraduate course in traditional FSA. The 
fact that traditional. FSA techniques (such as 
ratio analysis) are widely used today is consistent 
with their continued usefulness. However, to 
place FS in perspective, it should be noted that 
the text makes no link between FSA and recent 
theoretical or empirical results in the accounting 
and finance literatures, For example, macro- 
level techniques such as systematic risk assess- 
ment and financial distress prediction are not 
discussed. 

The text is divided into three parts. The first, 
comprising eight chapters, is a rather extensive 
“Introduction to Financial Statements and Ac- 
counting Concepts.” Included early (pp. 16-17) 
is an excellent summary of criticisms of con- 
temporary conventional financial accounting, 
prepared in 1973 by the Trueblood Study Group 
of the American Institute of Certified Public Ac- 
countants. In contrast, the author’s opinion that 
the “income statement is of the highest im- 
portance” (p. 23) appears to be subjective and 
unsupported. The value of a particular data 
source can only be judged in a particular deci- 
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sion context faced by a specific user. For in- 
stance, a short-term creditor may be more in- 
terested in the firm’s net liquid asset position 
than in its past profitability. Given the author's 
opinion, it is interesting that four chapters (2 
through 5) are devoted to the Balance Sheet, 
while only one considers the Income Statement. 

The presentation in Part One is generally 
descriptive as opposed to analytical or explana- 
tory of current practice. The presentation is 
oriented to those who have been exposed to 
beginning financial accounting. After cata- 
loguing various techniques (for example, inven- 
tory valuation), the author frequently provides 
the number of companies using each method and 
the distribution of account titles in use according 
to Accounting Trends and Techniques, 1977. 

Part Two, “Analysis and Interpretation of 
Commercial and Industrial Financial State- 
ments,” begins by listing accounting practices 
which may result in noncomparable financial 
statements. The analytical techniques covered 
in this part include: comparative financial state- 
ments (expressed in absolute dollars, first dif- 
ferences, and percentages), common-size state- 
ments, and ratios. These are applied in both a 
cross-sectional and time series (trend) context. 

Throughout the text, McMullen is quite 
thorough in explaining the potential pitfalls in 
the naive use of accounting data. For instance, 
after evaluating what an upward trend in owners’ 
equity might mean, he is quick to point out that 
ratios “are valuable only to the extent to which 
they give clues to favorable or unfavorable ten- 
dencies and point the way to further analysis” 
(p. 276). In discussing the adequacy of working 
capital, he correctly notes that a relatively high 
current ratio can signal either negative or posi- 
tive underlying events. Different users can also 
perceive identical events as affecting them dif- 
ferently. For instance, a short-term creditor may 
be made more secure by a high current ratio, 
while a stockholder could be distressed by the 
potential poor utilization of resources. McMul- 
len is also careful to point out the difficulties in 
computing industry “standards” (p. 338-341). 
Defining a homogeneous industry or allowing 
for economic and accounting differences can 
each make the notion of a “standard” quite 
ambiguous. 

While the text discussions are supported by 
numerous illustrations, many are hypothetical 
(and unchanged from the previous edition). In- 
creased use of actual companies would tend to 
foster students’ interest while emphasizing the 
complexity of making comparisons based on 
simplified techniques. 
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A possible weak spot in the text are the “ques- 
tions and problems” at the end of each chapter. 
Many of them have been retained from the pre- 
vious edition (with only the dates changed). 
Newly added problems are primarily taken from 
recent (1972-77) Uniform CPA Examinations, 
Little actual case material is included. An excep- 
tion is a five-part case (spread over seven chap- 
ters) on the Caterpillar Tractor Co. The first four 
parts tend to emphasize computational tech- 
niques. Comparisons to other firms are neither 
suggested nor required. The last part of the case 
is to “Write a report appraising the desirability of 
investing in the common stock of the Caterpillar 
Tractor Co.” (p. 456). The suggested solution 
(Solutions Manual to Accompany FS, Irwin, 
1979, p. 123) dwells on ratio analysis, with little 
use of comparative data. More important is the 
failure to mention that an investor might con- 
sider the decision in light of portfolio considera- 
tions and his or her own attitudes toward risk. 

The final part (Chapters 17-19) of the book 
devoted to “The Effect of Changing Price Levels 
on the Interpretation of Financial Statements,” 
has been substantially revised. The section relies 
heavily on quotations and paraphrasing from 
external sources such as: (1) the December 31, 
1974 FASB exposure draft on “Financial Report- 
ing in Units of General Purchasing Power; (2) 
SEC Accounting Series Release No. 190; (3) 
Arthur Andersen and Price Waterhouse position 
papers; (4) the Philips Company’s experience 
with replacement cost; and (5) Richard Vancil’s 
article, “Inflation Accounting—The Great Con- 
troversy.” This material is generally well inte- 
grated. The questions and problems, although 
still hypothetical, are substantially new. 

Reportedly owing to lack of use, a fourth part 
of the book discussing the financial statements of 
various regulated industries was dropped in this 
edition. 

In the context of an introductory text on FSA, 
McMullen has achieved a balance between 
simplicity of exposition and a cautious, but 
thorough approach to tke techniques of tradi- 
tional analysis. The reader must decide whether 
this approach is adequate given the present state 
of knowledge in accounting and finance. 

ROBERT M. BOWEN 
Assistant Prcfessor of Accounting 
University of Washington 


A. THOMPSON MONTGOMERY, Managerial 
Accounting Information: An Introduc- 
tion to its Content and Usefulness (Read- 
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ing, Massachusetts: Addison-Wesley Pub- 
lishing Company, Inc., 1979, pp. xxii, 
750, $15.95). 


This managerial accounting textbook has been 
designed to be used in a single course, either at 
the undergraduate or MBA foundation-course 
level. In this regard, the book is a major depar- 
ture from the usual managerial/cost accounting 
textbooks used in these courses. Within the con- 
text of managerial decision making, the central 
emphasis in the book is the budgetary and con- 
trol process, and little attention is given to cost 
accounting. The author argues that this emphasis 
fulfills the needs of most business students, and 
provides accounting students exposure to the 
budgetary planning and control process. 

The book is broadly organized into two areas: 
planning (Chapters 3 through 10) and control 
(Chapters 11 through 15). The subject areas 
covered in planning are the sales, purchases, 
operating, and cash budgets. Also included is a 
chapter on how to prepare a master budget. In 
addition, break-even analysis, contribution 
analysis, relevant costs, and capital budgeting 
are also covered in the planning area. 

In the control area, attention is given to 
revenue, profit, and investment responsibility 
centers, flexible and fixed budgets, standard 
costing, variance analysis, and control in non- 
profit organizations. 

In addition to these broad areas, the author 
provides an introductory chapter on cost ac- 
counting, and chapters covering quantitative 
techniques and inflation. 

The book is well-written, and offers a coherent 
and comprehensive approach to managerial 
decision making and profit planning and control. 
In addition, the book contains appendixes which 
provide solutions to problems, a glossary, and a 
review of financial accounting and double-entry 
bookkeeping procedures. The latter would be 
very helpful for those students who have not 
recently had an introductory financial account- 
ing course, In addition, the chapters on inflation 
and quantitative techniques allow the instructor 
to include these areas if desired. 

There are, however, two issues which should 
be considered in the adoption of this textbook. 
The first is the level of the course offering. The 
book is certainly acceptable at the first-year 
MBA foundation level. However, it may be too 
difficult to be used as a text in an undergraduate 
managerial course, particularly if the course 
were offered to sophomores. 

The second issue is that the book is a mana- 
gerial/planning and control text rather than 


221 


managerial/cost accounting. While the cost ac- 
counting contained in the text would be adequate 
for a business major with no desire to develop an 
accounting emphasis, it would not be suitable to 
a curriculum which did not have a separate cost 
accounting course to satisfy accounting and ac- 
counting-oriented business students. This fact 
should not be construed negatively, particularly 
since the planning and control aspects of the text 
are presented well and in considerable depth. 
Rather, the instructor must determine whether a 
planning and control or a cost accounting 
emphasis is more appropriate in the managerial 
accounting course. ; 

Aside from these considerations, the book is a 
worthy contender in the managerial accounting 
market and should warrant serious considera- 
tion. 

JAMES P. MANDEL 
Assistant Professor of Accounting 

Rice University 


STANLEY E. MYERS, RPG IT with Business 
Applications (Reston, Virginia: Reston 
Publishing Company, Inc., 1978, pp. xv, 
592, $17.95). 


As the title indicates, the book deals with the 
programming language RPG (Report Program 
Generator). It describes the various features of 
an extended version of the language, called RPG 
H. Emphasis is placed on using the language to 
solve business problems, 

Actually, the book is an updated and enlarged 
version of the author’s earlier work: RPG with 
Business and Accounting Applications, pub- 
lished in 1974 by the same publisher. The current 
version contains more illustrations, more 
worked-out problems, and covers some of the 
topics in greater detail. Included in those topics 
are various file organization techniques, table 
and array operations, etc. 

The following is a summary of how the book is 
organized. Chapters 1 and 2 are the introductory 
chapters. The first one introduces to the reader 
a simple view of the overall computer environ- 
ment, while the second one describes the funda- 
mentals of a subset of that environment, namely 
the RPG language. Chapters 3 and 4 elaborate 
some of the concepts mentioned in Chapter 2, 
with the assumption that there is only one type of 
record in the data file. Chapter 5 relaxes that 
assumption and introduces the concept of multi- 
ple record types. Chapters 6 through 8 describe 
some special RPG commands, and provide a 
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more comprehensive view of the capabilities of 
the language. Chapters 9 through 12 discuss dif- 
ferent types of file organization techniques, 
namely sequential, indexed sequential, and 
direct access, and provide the corresponding 
RPG codings. Handling of tables and arrays is 
covered in Chapters 13 and 14, respectively. 
Finally, Chapter 15 mentions some additional 
features of RPG II that can be used to provide 
extra flexibility in the program. 

The main thrust of the book is on learning by 
practice. Each chapter contains a number of 
exercises and lab assignments. The reader is 
expected to write, compile, and execute RPG 
programs right after completing Chapter 2. This 
approach should be effective in familiarizing him 
or her with the actual programming environment 
at an early stage. 

Another nice feature of the book is its large 
number of example programs. The programs are 
explained with a step-by-step discussion of the 
source listing. 

However, the book is not free from faults. At 
times the exposition seems to be a bit dragging. 
Also, if used as a text book, it will probably ap- 
pear a little too long for a single course, and it is 
quite unlikely that there will be more than one 
RPG language course in a business curriculum. 
The composition and printing work of the book 
lacks precision; certain parts-of the text are miss- 
ing! For example, a formula should have ap- 
peared after line 13 on page 308. Even the 
Preface suffers from this problem of omission— 
the sentence in point 3 on page xi is not com- 
plete. 

But for the above drawbacks, this book 
appears to be a fairly successful endeavor. 

PRABUDDHA DE 
Assistant Professor of Accounting 
The Ohio State University 


Frep W. Norwoop, SAM W. CHISHOLM, 
FRANK BURKE, JR., and D. MICHAEL 
VAUGHAN, Federal Taxation: Research, 
Planning and Procedures, Second Edition 
(Englewood Cliffs, New Jersey: Prentice- 
Hall Inc., 1979, pp. xi, 573, $29.95). 


Tax educators frequently desire a coordinated 
approach to the common core subjects required 
in many graduate tax programs. This book is the 
first of a new Prentice-Hall Series in Taxation, 
edited by Ray M. Sommerfeld with the purpose 
of contributing to the consummation of such 
desires. 

The book emphasizes tax research metho- 
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dology and technical procedures in practice 
before the Internal Revenue Service. In para- 
phrased form, the authors’ objectives are to (1) 
create an awareness of the significance of tax 
research, planning, and procedures; (2) familiar- 
ize the student with the sources and uses of 
primary and secondary research and reference 
materials; (3) direct a systematic and meticulous 
research methodology; (4) provide practice in 
drawing sound conclusions for particular 
problems based on authoritative sources and 
sound reasoning; and (5) improve the student’s 
ability to read with comprehension and com- 
municate effectively and correctly in the techni- 
cal area of Federal taxation. 

The book has been divided into three sections: 
Tax Research, Tax Planning, and Tax Proce- 
dures. The first section, which concentrates on 
research methods, starts with primary tax 
reference materials. Statutory, administrative, 
and judicial sources are discussed in Chapter 2, 
with examples provided. Chapter 3 concentrates 
on secondary reference materials, such as tax 
treatises, books, periodicals, and services. Both 
the primary and secondary materials receive 
thorough description and appropriate com- 
mentary with respect to their purpose, relative 
weight of authority, and availability. 

The first section concludes with two chapters 
on tax research methodology. Chapter 4 outlines 
a logical approach to tax research and identifies 
two distinct types of research problems: (1) tax 
return cases which the authors designate as 
“closed fact” cases and (2) tax planning cases 
designated as “controllable fact” cases. Chapter 5 
emphasizes a systematic approach in tax research 
by providing an annotated illustration of tax 
research methodology in a closed fact case. 
While the research method illustrated is some- 
what idealistic, the authors acknowledge the 
time and economic constraints that exist in 
actual practice, and the proposed approach 
should be an excellent tool for both students and 
educators. 

Section two examines tax planning merits and 
goals, controllable and noncontrollable varia- 
bles, and various planning techniques and 
practices. Chapter 6 introduces tax planning 
theory and practice. Sound and practical plan- 
ning guidelines are presented in very readable 
fashion throughout the chapter. A “controllable 
fact” situation is illustrated in Chapter 7. While 
methodology is emphasized, the ability to change 
or realign facts in a tax planning situation is dis- 
cussed, and the desirability of creativity and 
flexibility in tax planning is acknowledged. 

The final section of this text concentrates on 
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extending one’s service to clients through exper- 
tise in the procedural aspects of dealing with the 
Internal Revenue Service. Chapter 8 emphasizes 
statutory construction, including the framework 
of assessment, collection, refunds, and limita- 
tions. The chapter is thorough and lengthy, with 
several excellent examples provided. Chapter 9 
provides a logical extension into the organiza- 
tional structure of the Internal Revenue Service 
and its examination and audit procedures. 
Rulings, determination letters, and technical 
advice memoranda are discussed in Chapter 10. 
Both technical procedures and other considera- 
tions in requesting written determinations are 
presented. Chapter 11 offers a description of 
appellate procedures, discusses closing agree- 
ments, and deals with the choice of forum in tax 


litigation. Again, the emphasis is on pragmatic - 


guidelines for successful tax practice. 

The book concludes with some two hundred 
pages of appendices. Appendix A includes a 
number of closed fact (tax return) cases, and 
Appendix B contains some excellent controllable 
fact (planning) cases. Both sets of cases cover a 
variety of tax issues and should provide the 
student with good practice in the fundamentals 
of tax research. Appendix C includes a variety of 
Internal Revenue Service Official Forms, pro- 
viding students with an illustrative approach to 
an important area of tax practice. Treasury 
Department Circular No. 230 governing practice 
before the Internal Revenue Service is included 
in Appendix D. Examples of a ruling request 
and a request for technical advice are contained 
in Appendix E and Appendix F, respectively. 

In this reviewer's opinion, the authors have 
accomplished their objectives. While several 
chapters are lengthy and relatively tedious to 
read, the book is well-organized and reasonably 
well written. As a text, the book should prove 
to be effective in either graduate tax research 
courses or continuing professional education 
courses. Depending on course orientation, tax 
educators may find supplementary materials 
desirable. While practical experience has no 
total substitute in successful tax research, this 
text provides a desirable blend of the multiple 
authorities common to all areas of tax education 
with tax research and planning practices and 
procedures. 

Joun R. GRAHAM 
Professor of Accounting 
Kansas State University 


L. GAYLE RAYBURN, Principles of Cost 
Accounting with Managerial Applications 
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(Homewood: Richard D. Irwin, Inc., 
1979, pp. xvi, 838, $18.95). 


All of the traditional topics are found in this 
new cost accounting textbook whose author 
claims the book is sufficiently versatile for use 
in a one- or two-semester undergraduate course 
as well as a graduate course. The book is divided 
into five parts, and review questions, exercises, 
problems, and cases are included. An appendix 
annotates the first 16 Cost Accounting Standards 
Board pronouncements; details of the standards 
are integrated into the relevant chapters. 

The last section of Chapter 2 develops the con- 
cept of cost behavior patterns. This discussion 
is enhanced by several graphs (Exhibit 2-8), and 
in Chapter 6 graphs are used (Exhibits 6-2 and 
6-4) to amplify the discussion of cost estimating 
procedures, However, graphs are not used in 
Chapter 7 for relating the presentation of the 
decomposition principles for total overhead 
variance to the prior discussion of cost behavior 
concepts. 

There is only brief mention (pp. 389-390) of 
standard cost in the context of process costing. 
The joint costing section introduces the concept 
of differential cost for sell or process-further 
decisions, but reserves more detailed discussion 
until Chapter 17. In connection with the cash 
flow breakeven chart in Chapter 15, there is a 
brief discussion of the tax shield concept, but this 
vital material is not reiterated in the capital 
budgeting chapter. 

There are individual chapters devoted to 
pricing decisions, budgeting, responsibility ac- 
counting, segmental analysis, and transfer 
pricing; in addition, a single chapter deals with 
the special subtopics of cash management, 
marketing and administrative expenses, fore- 
casted statements, and zero-based budgeting. 
The discussion of costs in pricing decisions has 
been enhanced by the inclusion of a graphical 
treatment of the microeconomic theory of profit 
maximization pricing (pp. 604-611). Even with 
this background material at hand, Chapter 24 on 
transfer pricing devotes a scant two pages (pp. 
809-810) to the topic of market-based prices, and 
this discussion is in purely verbal terms. 

In summary, this text contains material suita- 
ble for a first undergraduate course in cost ac- 
counting. In order to plan a schedule of reading 
assignments, the prospective user will find a 
frequent need to zigzag from sections of one 
chapter to those of another. With supplementary 
readings, it may be possible to use the book in a 
second undergraduate course. But clearly, the 
presentation level as well as serious omissions 
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mitigate against its use at the graduate level. 
DAVID ROSENBERG 
Associate Professor of Accounting 
Old Dominion University 


WILLIAM RoTcH, BRANDT R. ALLEN and 
G. R. SMITH, The Executive’s Guide to 
Management Accounting and Control 
Systems (Houston: Dame Publications, 
Inc., 1979, pp. vii, 169). 


This book represents what the title suggests. It 
is basic and short and easy to read. The book 
contains in 169 pages probably all the accounting 
concepts that executives would want to know. 
Although the authors’ stated “purpose is to pro- 
vide a foundation on which to build” (p. v), they 
do not provide references which could guide 
more scholarly inclined readers to expand their 
accounting knowledge. 

The book is organized into five parts and con- 
tains two appendices entitled “Basic accounting 
processes used in preparing financial statements” 
and “Understanding financial statements.” 

Part one addresses costs for use in manage- 
ment decisions and provides in 45 pages a fairly 
good overview of cost concepts and their useful- 
ness to management. Part two describes the use 
of budgets and various costing systems in a lucid 
manner. Part three contains some of the basics 
needed for investment decisions. Part four, en- 
titled “management control systems,” represents 
in one short chapter, merely a summary of the 
first eight chapters and contains some conven- 
tional wisdom on “control system design and 
evaluation.” Part five is ambitiously titled “busi- 
ness decisions” but also contains only one chap- 
ter covering lightly “the impact of inflation on 
business decisions.” 

In summary, this is a book for interested 
executives who know very little about manage- 
ment accounting but do not want to spend much 
time on the subject. 

Hart J. WiL 
Associate Professor 
University of British Columbia 


JOSEPH L. SARDINAS, JR., Editor, EDP Audit 
Symposium 1978 Proceedings (Amherst, 
Mass.: Department of Accounting, 
School of Business Administration, Uni- 
versity of Massachusetts at Amherst, 
1979, pp. 104, single copies free on re- 
quest). 
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This book is made up of the papers presented 
at a Symposium on EDP Auditor Training, held 
on May 8 and 9, 1978 and co-sponsored by the 
University of Massachusetts at Amherst and the 
Touche Ross Aid to Education Foundation. The 
symposium brought together 33 academics and 
16 people from public practice, the AICPA, the 
FEI, and government to consider the problems 
of training EDP auditors. The editor notes that 
much of this training is presently being con- 
ducted by firms and suggests that universities 
have an obligation to “provide accounting firms 
with a potential professional staff who have a 
basic understanding of the EDP auditing environ- 
ment and appropriate EDP auditing techniques.” 

The book includes 12 papers dealing with a 
wide range of topics, all related to EDP auditor 
training. The discussion that followed presenta- 
tion of the papers is mentioned in several of the 
papers but is not included in the Proceedings. 
The papers will be considered individually in the 
order in which they appear in the Proceedings. 

Martin Bariff, in “The Mystique of EDP 
Auditor Education,” suggests that changes in 
technology in computer-based information sys- 
tems have created a need for better-trained EDP 
auditors. He believes this training should be pro- 
vided by the universities, and identifies a number 
of constraints that must be overcome in both the 
academic world and the “EDP auditor com- 
munity” if the universities are going to meet this 
need. Bariff includes recommendations for over- 
coming some of the constraints. 

Richard Kubli emphasizes the need for train- 
ing in systems development and indicates that the 
EDP auditor who has been involved with the 
development of computerized systems will be 
better prepared to audit such systems. 

Faculty expertise, or rather the lack thereof, 
and the difficulties of adding new courses to the 
curriculum are two problems that concern 
Richard Asebrook. He believes also that students 
should be inclined to take more computer 
courses if recruiters were more enthusiastic 
about such courses. 

Walter Pugh notes that internal auditors gener- 
ally lack expertise in computer auditing. He con- 
siders three alternatives: training auditors in EDP 
methods, training EDP professionals in auditing, 
and establishing teams of auditors and EDP pro- 
fessionals. He advocates the third approach as 
being the most fruitful. 

Despite a growing interest in EDP auditing by 
management, government, internal auditors, 
educators, and the CPA profession, Richard 
Guiltinan is concerned that the CPA’s image, 
insofar as EDP auditing is concerned, “has been 
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hurting of late.” Essentially, the growth in tech- 
nical proficiency of auditors has not kept pace 
with the growth in complexity of systems and 
equipment. He reviews work done in the pro- 
fession to develop standards and guides for com- 
puter audits. Guiltinan makes a plea for con- 
tinued efforts at research and education and 
thoughtful consideration of how EDP auditors 
can best keep pace with the rapid change. 

Chuck Litecky discusses the involvement by 
MAS personnel in EDP auditing and the growing 
numbers of university graduates who are being 
hired directly into MAS. He points out that there 
is a need for relatively high-level EDP training in 
the universities for both MAS staff and EDP 
auditors and reviews the approach to this 
problem being taken by the School of Accoun- 
tancy at the University of Missouri-Columbia. 

John Nuxall discusses training auditors to be 
computer audit specialists. He points out that a 
thorough understanding of the basic audit objec- 
tives is needed for successful EDP auditing. 

Ira Weiss in “Computer Based Auditing: 
Where is the University?” states that the univer- 
sity has a responsibility to “incorporate com- 
puter-based training, as it relates to accounting 
and auditing, into the accounting curriculum” 
(p. 31). He first examines the degree to which 
schools of business, to date, have accepted that 
responsibility and finds that about one in five has 
done so. He then discusses a survey he made of 
some of those schools in order to ascertain how 
they are incorporating computer-based training 
for auditing. Weiss outlines the approach he has 
adopted at NYU and concludes by mentioning 
new programs being developed at USC and 
Harvard. 

In the next paper, the auditor’s professional 
responsibilities and consequent required basic 
knowledge insofar as EDP auditing is concerned 
is discussed. Elise Jancura considers training pro- 
grams for EDP auditing from the perspectives of 
the practitioner (training through both in-house 
and continuing professional education) and the 
academic (essentially entry-level training in 
systems and computers). 

Richard Webb suggests moving some of the 
training that is required early in the auditor’s 
professional life into the university. He describes 
the tasks that are performed by accounting firms 
during an audit and relates them to the work as- 
signed to and skills expected of recent graduates. 
He identifies the specific skills that are required 
for an audit step as it relates to an EDP audit and 
describes the levels of ability related to the skills. 
Webb suggests that all the groups interested in 
EDP auditing should combine to determine what 
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entry-level skills should be so that accounting 
graduates might be better qualified “in EDP 
matters.” Presumably, the groups could establish 
a framework for a curriculum that would provide 
those better qualified graduates. 

Glenn Davis also suggests that some of the 
training presently being done by the public ac- 
counting firms be moved into the universities 
and discusses a procedure for hiring EDP special- 
ists and training them in auditing. He states that 
the “general practice” auditor must have some 
EDP training and notes that few clients have 
manual-based systems although universities 
spend considerable time discussing the audit of 
such systems. Davis concludes by suggesting that 
we may be heading into an era of “general prac- 
tice” auditors and computer “specialists.” 

The final paper, entitled “A Course in the Con- 
trol and Audit of Accounting Systems,” is by 
Frederick Neumann. He discusses a course that 
is being developed at Illinois entitled, “Control 
and Audit of Accounting Systems.” The course, 
which will have an auditing course and a com- 
puter course as prerequisites, will cover both 
manual and computer-oriented accounting sys- 
tems. He describes how the course would pro- 
ceed through the semester and then states, “At 
the conclusion of this course, a student should be 
able to specify the objectives of various ac- 
counting systems and outline various ways of 
achieving them at the manual and computer 
levels” (p. 70). 

The editor, in his Preface, states, “The pri- 
mary purpose of the Symposium was to bring 
outstanding practitioners and academics to- 
gether to discuss the fundamental problems as- 
sociated with EDP auditor training.” The Pro- 
ceedings are useful not so much for the new 
insights they provide as for the several enuncia- 
tions of the problem and the various solutions 
that are suggested. Subsequent symposia could 
carry forward the suggestions made in these 
papers and propose more detailed solutions. I 
believe that the Proceedings will be useful to 
academics and practitioners who are concerned 
with the problem of EDP auditing and who are 
seeking solutions to that problem. The volume is 
a good first step. 

Appendix B lists several EDP Audit Course 
Syllabi. Unfortunately, my copy was poorly 
bound and a portion of the material was omitted 
from about one-third of the appendix. Conse- 
quently, it was difficult to evaluate the outlines 
provided. 

W. MORLEY LEMON 
Associate Professor of Accounting 
Mc Master University 
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JEFFREY SLATER, Practical Accounting Pro- 
cedures (Englewood Cliffs, N.J., Prentice- 
Hall, Inc., 1979, pp. xxii, 534, $13.95). 


This is an easy-to-read introduction to the 
fundamentals of accounting for a small business 
organization. As the name of the text suggests, 
it is a practical approach to maintaining ac- 
counting records. The book incorporates a 
structured pedagogy, and is written in a lively 
narrative format. The intended audience is non- 
accounting majors who need some basic under- 
standing of the records required in running a 
business. 

The text consists of 15 chapters and five ap- 
pendices. It is carefully executed, using simple 
language. Coverage is limited to the accounting 
cycle and to records and documents employed 
in most small! business firms. Using the authors 
term, the book stresses a “hands on” approach to 
accounting. The student is taken through the ac- 
counting equation, special journals, payroll 
records, bank reconciliations, and financial 
statements. This text should be a valuable tool 
for anyone who is going to run a small business. 
There are numerous illustrations of the many 
records that must be maintained by a_ business 
firm such as journals, ledgers, payroll registers, 
checks, payroll deposit forms, federal quarterly 
reports form 941, W-2, W-3, bank statements, 
etc. One appendix has a mini-practice set, while 
another is an illustration of the one-write system. 
There are a teachers’ manual, a student guide, 
and a practice set which accompany the text. 

The major strength of the text is its simplicity; 
that is, it explains the accounting process in un- 
complicated terms. The student can monitor his 
own individual understanding of the material. 
Each chapter is divided into designated learning 
units with a series of short questions or exercises 
(referred to as “unit interactors”) at the end of 
each unit to test the student’s understanding of 
the subject matter he/she has just read. At the 
end of each chapter, there is a glossary of key 
terms used in the chapter and an adequate selec- 
tion of questions and problem material. There 
are many comparisons between business tran- 
sactions and situations that students will have 
experienced. The many illustrations of the type 
of business forms encountered by small business 
firms should be helpful and beneficial to the 
student. 

However, if this book is to be used in a course 
where the emphasis in on how to use accounting 
data, the teacher will find it lacking. The treat- 
ment of the corporate entity and of large organi- 
zations is scant. Emphasis is on how to do rather 
than how to use. 
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In conclusion, the text is well-written, interest- 
ing, and should be considered in an elementary 
course in accounting has as its major objective 
an introduction to accounting for small business 
executives. It would also make an excellent 
reference book for small business executives. 

THOMAS BoypD 
Professor of Accounting and Taxation 
St. John’s University, New York l 


JEFFREY SLATER, Simplifying Accounting 
Language: Dont Lose Your Balance! 
Second Edition (Dubuque, Iowa: Ken- 
dall/Hunt Publishing Company, 1979, 
pp. xi, 270, $4.95 paper text). 


This is a paperback reference on accounting 
terminology. This text will be useful to the 
student in the introductory accounting course. 
It may also be useful to those in the business 
world with limited backgrounds in accounting 
and finance. 

Slater’s reference was written in response to 
requests from students for more and better in- 
formation relating to terminology than that 
appearing in the typical introductory accounting 
text. Glossaries and lists of terms at the ends of 
chapters in accounting principles texts have be- 
come commonplace in the last few years. How- 
ever, they tend to be short and definitions are 
not always clear to the beginning student. 

The second edition of Simplifying Accounting 
Language contains improvements in definitions 
of terms and new appendixes. The appendixes 
are: a list of 49 accounting equations and formu- 
las, a tabular analysis of business transactions 
and related entries, and a list of 32 managerial- 
cost terms with brief definitions. 

The main section of the text is composed of 
approximately 275 accounting terms. This is 
followed by crossword puzzles, some ten in all, 
with solutions. These puzzles represent self-tests 
of terms and procedures. Other relatively minor 
parts of the text are a fold-out page listing rules 
of debit and credit and account classes, for 
various accounts, and 16 common financial 
ratios and formulas inside the back cover. There 
is also a good index. 

Slater lays the groundwork for effective ac- 
counting study by covering accounting vocabu- 
lary thoroughly, using the following systematic 
approach: (1) a basic definition, which is high- 
lighted; (2) examples; (3) diagrammatic illustra- 
tions; (4) emphasis on key points; and (5) occa- 
sional cartoons, which edd life and reinforce 
important points. Terms are cross-referenced to 
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related material. This text goes far beyond the 
usual accounting principles book in its treatment 
of the language of accounting. The author's 
treatment is comprehensive, and his writing is 
clear and simple. 

There are a few instances of oversimplifica- 
tion, words not carefully chosen, and incorrect 
punctuation. An example of oversimplification 
appears on page 142, where the definition of 
notes payable reads in part:“The amount we owe 
someone (creditors).” A note payable is not an 
amount. It is a document, An example of im- 
proper word selection is on page 99, where the 
definition of first-in, first-out (FIFO) reads in 
part: “It is assumed that the first stuff brought 
into a store will be the first stuff sold.” Stuff?! 
However, these are minor faults and may be the 
conscious and justified result of the author’s ob- 
jective of accommodating the average student in 
the first accounting course. This student needs 
and deserves to be presented with the complete 
story surrounding each term in a plain, easy-to- 
understand way. 

In summary, Simplifying Accounting Lan- 
guage is a reference which accomplishes the 
-author’s goal of writing a text which explains ac- 
counting terms completely and clearly, It should 
prove useful to the average student, especially 
those who do not plan to major in accounting or 
those who are taking the first course in a school 
or department not having a comprehensive ac- 
counting program. Such students could be en- 
couraged to purchase the text as a supplementary 
item. Their use of it would be rewarding. 

RICHARD L. Cuurcy, JR. 
Associate Professor of Business 
(Accounting) 
Plymouth State College 


HowarpD F. STETTLER, Editor, Auditing 
Symposium IV: Proceedings of the 1978 
Touche Ross/University of Kansas Sym- 
postum on Auditing Problems (Lawrence, 
Kansas: University of Kansas Printing 
Service, 1978, pp. 133, $6.00). 


This small book contains eight articles (six of 
which have discussants’ remarks) on auditing 
topics, the selection of which is best described 
in the words of the editor:“The inclusion of the 
historical paper on internal auditing extends my 
endeavor to assemble a series of papers. . . [for 
another auditing purpose]. The other papers in 
this volume reflect a unifying theme only in that 
they were chosen in terms of what was per- 
ceived as being likely to be of current interest to 
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the participants and to the readers of this volume 
of collected papers.” Educators present topics to 
the assembled practitioners and educators which 
evidently are discussed by practitioners and 
vice-versa. 

A capsule view of the topics presented and the 
discussants’ viewpoints is as follows: 


1. Victor Brink presented a history of internal 
auditing, followed by the discussant’s “am- 
plification” of several perceived gaps in the 
presentation. 

2. Rodney J. Anderson presented his Cana- 
dian firm’s history of its experience with 
analytical auditing, followed by the dis- 
cussant’s exposition of why traditional 
auditing comes out in exactly the same 
place. 

3. William L. Felix presented a paper (with 
example) devoted to sampling risk, and a 
discussant’s response (1) that the paper was 
barely relevant to sampling according to the 
way it is practiced, (2) that statistical 
sampling has a lot of positive behavioral 
aspects, and (3) that the example given was 
either not very relevant or as sophisticated 
as those presently used in practice. 

4. Horton L. Sorkin gave a paper presenting 
the idea of sending out positive confirma- 
tions with several amounts (instead of just 
the correct amount) which was supported 
with a case study, to which the discussant 
responded that the approach was creative, 
the case study should have been composed 
of different populations, and it needed 
more study. 

5. D. R. Carmichael presented an article on 
the rise of outside consumer-oriented 
forces in the development of the accounting 
profession, to which the discussant re- 
sponded with a review of the developments 
in Canada. 

6. Robert E. Hamilton presented a paper on 

auditing theory, and a discussant noted that 

the theory was formulated in a way that was 
useless to practitioners. 

Richard H. Murray presented a paper on 

ways to limit the liability in the practice of 

auditing in the present world of consumer- 
oriented decisions (with no discussant). 

8. Barbara Leventhal of the Securities and 
Exchange Commission presented a paper 
advocating further “consumerism” in cor- 
porate governance (with no discussant). 


= 


The articles may have been of more interest 
to the conference participants than the book will 
be to the readers, for there probably were some 
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interchanges of ideas to knit at least the pre- 
senter and the discussant’s ideas together. As an 
auditing pamphlet, it consists of some viewpoints 
about “auditing problems,” many of whose 
holders have presented their views before else- 
where. In printed form, it is most useful to practi- 
tioners, educators, and others who wish to read 
eight randomly selected, unevenly discussed 
auditing articles. 

CHARLES LAWRENCE 

Professor of Accounting 
Purdue University 


DonaLtp H. TAYLOR and G. WILLIAM 
GLEZEN, Auditing: Integrated Concepts 
and Procedures, First Edition (New York: 
John Wiley & Sons, Inc., 1979, pp. xxii, 
790, $18.95). 


The first-edition text, by two University of 
Arkansas faculty members, is written from a 
public accounting perspective. Both authors 
have experience in public accounting, one being 
a former partner of Arthur Andersen & Co. The 
book is meant for a one-semester financial audit- 
ing course and has a definite orientation toward 
the CPA examination. Because the text provides 
a blend of environmental, conceptual, and pro- 
cedural material, the authors maintain that users 
with different teaching approaches should feel 
“comfortable” with the book. In fact, they sug- 
gest four different time schedules for chapter 
coverage, depending upon one’s inclination to 
teach a more conceptual course, a more pro- 
cedural one, or a combination of both. 

The book’s 17 chapters are divided into five 
sections. Section I is an overview of the organiza- 
tional, ethical, and legal environment in which 
auditors operate. The content is typical of that 
found in most contemporary auditing texts. A 
particularly useful feature of Chapter 1 is a glos- 
sary of auditing terms which is referenced, when 
appropriate, to Statements on Auditing Stan- 
dards. 

Chapter 4 (Section II) provides a general 
framework for discussing the audit function. The 
chapter is a transitional one, bridging the gap 
between broad, environmental issues already dis- 
cussed and the more technical material of sub- 
sequent chapters. Coverage includes arrange- 
ment and scheduling of an audit, form and func- 
tion of an audit program, general evidence- 
gathering concepts, and the business approach 
to an audit. 

The next four chapters (Section HI) are de- 
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voted to various aspects of internal control. The 
general nature of internal control plus basic 
steps in its study and evaluation are the primary 
subject matter of Chapter 5. The chapter il- 
lustrates this material by means of an extended 
example involving cash receipts. To provide 
exposure to other internal control systems, an 
appendix treats systems for purchases, cash 
disbursements, and payroll. Remaining chapters 
in this section cover statistical sampling for tests 
of compliance, characteristics of EDP control 
systems, and internal controi letters. 

Section IV (Chapters 9-14) is concerned with 
evidence and how it is gathered. The initial 
chapter contains a conceptual treatment of 
evidence (risk, competency, sufficiency, ma- 
teriality, and the like) and a general discussion 
of the purpose, design, and indexing of working 
papers. It is followed by three chapters which 
provide examples of audit objectives, proce- 
dures, and working papers to illustrate specific 
evidence-gathering and working paper prepara- 
tion techniques; the first of these chapters con- 
centrates on working capital accounts, the 
second on non-current balance sheet accounts, 
and the third on operations, contingencies, and 
subsequent events. Use of estimation sampling of 
variables and generalized computer audit pro- 
grams are discussed in the section’s remaining 
chapters. 

Section V is devoted to audit reports. Standard 
reports, modified opinions, and special reports 
are the main areas of interest in this comprehen- 
sive, three-chapter section. As one might expect, 
Statements on Auditing Standards are quoted 
quite often. 

Each chapter begins with a list of stated learn- 
ing objectives and ends‘with a diverse and exten- 
sive group of questions. Some questions are 
based upon textual material (approximately 600 
in all), others are multiple-choice questions from 
CPA examinations (over 200), and still others are 
in a case or problem format and are based on 
actual audit situations (over 200). In addition, a 
separate case study is available to be used with 
the text. This seven-part case includes evalua- 
tions of two internal control systems, statistical 
and nonstatistical compliance tests, use of EDP 
test data, a simulation of accounts receivable 
confirmation work, variable sampling exercises, 
and use of a computer program to extract data 
from hypothetical client files. 

A final feature that deserves note is the liberal 
use of appendices to introduce or discuss special 
topics. Material covered in this way includes 
Peat, Marwick, Mitchell & Co.’s System Evalua- 
tion Approach to an audit, major recommenda- 
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tions of the Commission'on Auditors’ Responsi- 
bilities, relevant sections of the AICPA’s Code of 
Professional Ethics, and a review of the basics of 
estimation sampling and tests of hypotheses. 

The major strength of the book is its broad and 
diverse coverage which allows exceptional flexi- 
bility in designing an auditing course. However, 
depth of coverage is not as great as in some texts 
meant to appeal to a more narrow range of 
users—especially those desiring to teach a more 
procedural course. As a gross indicator of this, 
the Meigs, Larsen and Meigs auditing text 
devotes nine chapters to the audit of specific 
financial statement accounts; this book treats 
this material in three chapters. To some, this may 
be an advantage, to others a disadvantage. 

Generally, the book is written so as to mini- 
mize time spent by the instructor lecturing from 
the text. Material is basic and straight-forward 
and is presented in an easy-to-read manner. 
Hence, it would seem more appropriate for those 
who prefer to spend the majority of class time in 
a discussion and problem-solving mode. 

Finally, a more experienced instructor would 
be better able to take advantage of the text’s 
versatility. It certainly provides a wealth of 
material for designing an excellent auditing 
course. 

RICHARD J. ASEBROOK 
Associate Professor of Accounting 
University of Massachusetts at Amherst 


DonaLD H. TAYLOR and G. WILLIAM 
GLEZEN, Case Study in Auditing: A Case 
Study on Internal Control and Evidence 
Gathering With Emphasis on the Applica- 
tion of Judgment in Audit Decision 
Making (New York: John Wiley & Sons, 
1979, pp. xi, 187, $10.95). 


According to the authors, this case study 
“emphasizes the exercise of judgment in making 
auditing decisions, and stresses the study of 
internal control, the use of statistical sampling 
and the functions of EDP rather than the tradi- 
tional working paper techniques.” It is a non- 
traditional type case study which does not at- 
tempt to simulate a complete auditing engage- 
ment. It contains seven major parts: (1) study 
and evaluation of internal control in manual sys- 
tem; (2) attribute sampling for tests of compli- 
ance; (3) study and evaluation of internal control 
in an EDP system; (4) letter of internal control; 
(5) evidence gathering; (6) the use of variable 
sampling for evidence gathering; and (7) general- 
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ized auditing program simulation for evidence 
gathering. Parts (3) and (7) require the use of 
EDP equipment. 

A considerable amount of flexibility can be 
employed in utilizing this case study since each 
section (except the first) can be assigned separ- 
ately, or one can use the materials in the se- 
quence in which the parts are listed. According 
to the authors, the only requirements are that 
Part (1) be worked first and that each part be 
preceded by reading assignments from an appli- 
cable section of the auditing text used in the 
course. Although the authors of this case study 
have also written an auditing text, they properly 
include (in the instructor’s manual to accompany 
the case study), a list of 11 popular auditing texts 
with references to specific chapters which should 
be assigned in relation to each part of the case 
study. 

Naturally there are no definitive answers or 
solutions to most of the questions and problems 
posed, but the instructor’s manual seems quite 
helpful, particularly for those instructors who 
may not have had hands-on experience with 
statistical sampling and/or EDP systems. 

The trend in auditing textbooks seems to be 
towards greater theory and away from practical 
experience. The problems in most current texts 
tend to be more theoretical than practical, and 
most of the practice problems are based on old 
CPA. exams. I am unaware of any other case 
studies in auditing (in print at this time) in which 
individual sections may logically be assigned 
without completing the entire case. This case 
study is a welcome addition to the auditing 
literature. A minor criticism that always applies 
to a major case study is that, once a class has 
used it, the solutions may be readily available for 
subsequent students in the same school. I hope 
this venture will be so successful that in the 
future the authors may be able to publish several 
other similar case studies employing different 
theoretical companies. 

WILLIAM C. LINS 
Professor of Accounting 
Rutgers University 


Ian TILLEY and PETER Juss, Editors, 
Capital, Income and Decision Making: 
Introductory Readings in Accounting 
(Sydney: Holt, Rinehart and Winston, 
1977, pp. 313, $12.95 paper text). 


The 35 readings in this text, nearly all of which 
were written especially for this volume, are 
aimed at those readers who have no background 
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in accounting, and their purpose is to give “stu- 
dents the flavour of the ferment of ideas in 
modern accounting and the diversity of it as 
applications in the world and government” (p. 1). 
Nearly half of the articles deal with accounting 
for external parties; four articles deal with ac- 
counting for management, and a like number 
treat public sector accounting. The remaining 
articles are grouped under the heading of “Ap- 
plied Issues in Accounting,” and deal with ap- 
plied topics in external reporting. The result is 
that the volume is heavily slanted toward public 
reporting, either applied or theoretical. 

The editors have set for themselves a laudable 
goal. However, several factors, both intrinsic and 
extrinsic, work to make the collection fall short 
of its objective. The most important of the ex- 
ternal factors is the difficulty of the task itself. 
Practicing accountants with years of experience 
and education appear to exhibit confusion over 
the objectives of accounting and the meaning of 
terms like replacement cost, capital main- 
tenance, general and specific price level adjust- 
ments, exit value, severability of assets, etc. In- 
deed, quite a few of our graduate students and a 
number of our colleagues also express difficul- 
ties. In the face of such complications, even 
imparting a “flavour” to beginnitlg accounting 
students is an ambitious goal, which this collec- 
tion does manage, at least in part, to achieve. 

Unfortunately, there are also some internal 
problems with the text. Physically, the book is 
similar in size and shape to a quarterly volume of 
THE ACCOUNTING Review. The typefront is 
roughly 80 percent of the size of the Review’s and 
the text is printed in a single column rather than 
two. Thus each reading, while short in number of 
pages, presents a formidable obstacle to the 
beginning accounting student. Instructors would 
also consider the appropriateness of the vocabu- 
lary level for their students—it may be too high. 

The volume is Australian in tone. With few 
exceptions, contributors have their degrees 
from, and hold current positions with, Australian 
institutions, both schools and firms. This is 
neither good nor bad in itself, but instructors 
should not expect to find readings discussing 
the policy-making bodies of Australia particular- 
ly, or of any other country in specific terms.‘In 
fact, it may be enlightening to students to dis- 
cover that accountants and companies have 
counterparts in other countries. 

As to the contents, the readings do a good job 
of discussing alternatives to traditional historical 
cost accounting. Individual instructors may dis- 
agree about the emphasis on topics. Aithough a 
good middle ground has been found in the areas 
of theory and application in financial reporting, 
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it seems that managerial accounting and public 
sector accounting are slighted, and tax account- 
ing is totally ignored. Perhaps this attitude is 
appropriate for the curriculum in some institu- 
tions, but for others it could prove inadequate. 
With the constant play of new developments, 

it is almost impossible to keep discussions of 
theoretical matters current. There are indica- 
tions that this volume was completed prior to 
both the SEC replacement cost pronouncements 
and the Sandilands Committee report, so in- 
structors may wish to supplement the readings 
with some more current articles. Even though 
the collection is designed for the introductory 
student, it should be considered as a basic text 
in an advanced current topics course. 

THOMAS R. REVELEY 

Visiting Assistant Professor 
University of Houston 


“ 


R. I. TRICKER, Research in Accounting, 
Arthur Young Lecture No. 1 (Glasgow: 
University of Glasgow Press, 1978, pp. 35, 
£2.00). 


The lecture which formed the basis for this 
publication was initiated as a way “to address a 
research theme, chosen to demonstrate the value 
of worthwhile academic research in contributing 
to the resolution of the problems of practice” 
(p. 5). It was well aimed to start the series by a 
broad discussion of accounting research by an 
accomplished author. 

Tricker developed four main themes in this 
lecture: 


(i) The first theme relates to changes in the 
subject matter of accounting from dealing with 
historical and verifiable facts to an area that 
feeds on, develops, and responds to the informa- 
tion needs generated by different groups of users. 
Accounting became a function of externally 
generated stimuli and “a child of its culture.” In 
the past, the author observes, cultural influences 
created a need for objectivity, But contemporary 
issues of inflation, liquidity, current fluctuations, 
and the like have generated different sets of 
criteria on which to base accounting research 
and practice. Information needs of financial 
markets and of labor negotiators, for example, 
play an important role and have created different 
sorts of research problems. In support of his 
view, the author cites the apparent shift in the 
development of accounting theory from “ac- 
countability” to “decision-making orientation.” 

(ii) The second theme is concerned with the 
dichotomy between practice and academia. He 
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believes that it has been greater than it should 
be. He advanced his views by quoting (Kurt) 
Lewin: “Theory without practice is sterile, prac- 
tice without theory is blind” (p. 13). He later 
observed that much of research is conducted in 
universities and called for a cooperative effort 
between practice and academia to stimulate 
more relevant research. 

(iii) Tricker adopted the research classifica- 
tion of Sir Isaac Berlin and suggested that all the 
three types of research (empirical, formal, and 
philosophical) are needed in order to advance 
accounting knowledge. However, he criticized 
empirical research as emphasizing methodology 
more than the research issues under considera- 
tion. He placed the blame for that problem on 
academic pressures brought upon professors by 
short-term rewards embedded in the criteria 
universities typically adopt for career advance- 
ment. He warns that “findings produced with a 
proper concern for statistical rigor but irrespec- 
tive of the quality of the hypothesis or the value 
of the research”... “can lead to sterile aca- 
demic trivia” (p. 15). In another location, he 
writes, “There is some narrowly conceived 
academically inspired work, of little merit” 
(p. 23). 

The author softened his viewpoint concerning 
academic research by suggesting that progress in 
accounting can be made only (1) by develop- 
ments in the three research approaches of 
empirical, formal, and philosophical; (2) by 
borrowing from other disciplines; (3) by adopting 
different research strategies; and (4) by closing 
the gap between academia and practice. 

(iv) The final theme of the lecture is con- 
cerned with two different research strategies, 
which he called feedforward and feedback 
cycles. The main difference between them lies 
in the sequencing of the elements of research. 
The feedforward cycle starts with theory, then 
follows by observations and testing, whereas the 
feedback cycle starts with observation, then 
follows by testing and theory building. Others 
call these two cycles the scientific-method and 
the naturalistic approach.’ Tricker called for 
adopting both approaches. 

Although the author was critical of empirical 
_ research, it appears that the criticism relates to 
the choice of problems and to the dispropor- 
tionate placement of emphasis on the rigor of 
methodology more so than to the approach itself. 
In several places, he encourages empirical re- 
search. He also discussed research strategies 
only for empirical research. Yet his critique 
should not go unnoticed. 

I enjoyed reading this lecture, although aca- 
demics will note the absence of referencing of 
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several quotations and a high frequency of value 
judgments. Both are typically associated with 
printed lectures in general. 

A. RASHAD ABDEL-KHALIK 

Walter J. Matherly Professor of Accounting 
University of Florida 


CEES VAN Dam, Editor, Trends in Mana- 
gerial and Financial Accounting,. Nijen- 
rode Studies in Business, Volume [I 
(Leiden/Boston: Martinus Nijhoff Social 
Sciences Division, 1978, pp. xvi, 255). 


This is a collection of 11 papers presented at 
a research seminar on “Decision-making in 
Business” by the Netherlands School of Business 
in Nijenrode in August, 1976. Proposals to im- 
prove the methods of income determination and 
financial reporting are key topics. ' 

Andre J. Bindenga considers the continuity of 
the organization as the main goal of manage- 
ment. Maintaining the general purchasing power 
of the equity is part of the aim for continuity. 
Edgar O. Edwards establishes the concept of a 
“current income” as a basic analytical tool to 
overcome the deficiencies of the “economic in- 
come” approach. Using the same conceptual 
framework as Edwards, Gijs G. M. Bak tries to 
set up an MIS containing the assessment of cur- 
rent values as an integrated function in the 
organization of a company. The MIS is based on 
current values to reflect the position of the 
company between its purchasing and selling 
markets. 

Tom A. Lee and Gerald H. Lawson challenge 
the validity of some basic assumptions of con- 
ventional accrual accounting and advocate cash 
flow accounting for financial reporting purposes. 
The cash flow method of reporting financial per- 
formance on a going-concern basis would avoid 
any confusion between the functions of the 
income statement and balance sheet. This 
method would further be completely consistent 
with the principles of tax neutrality and would 
capture relative price changes as well. 

Cees Van Dam and Palle Hansen contribute to 
a bridging of the gap between accounting and 
finance. Van Dam suggests a developed capital- 
income statement as a supplementary statement 
for a better judgment of the “economic position” 
of different investment centers. Hansen replaces 
depreciation on fixed assets by a reserva- 


tA. R. Abdel-khalik and B. B. Ajinkya, Empirical 
Research in Accounting: A Methodological Viewpoint, 
Accounting Education Research Volume No. 4 
(American Accounting Association), 1979. 


232 


tion for refinancing the fixed assets at the time 
of their replacement, Robert N. Anthony pro- 
poses that interest.on capital, both debt and 
equity capital, be recorded as a cost in account- 
ing. This would provide a better measurement 
of the economic performance and also facilitate 
comparisons among companies with different 
capital structures. As he points out, this idea is 
not new. German cost accounting theory and 
practice has been including an “imputed interest” 
on utilized capital in the production process as a 
special cost item, regardless of its source, for 
many years. 

The contributions of Myron J. Gordon, Hans 
G. Eijgenhuijsen, and Jan Klaassen deal with 
the improvement of the information content of 
financial statements for better investment deci- 
sions and security analysis. Richard H. Haase 
and John J. Clark try to improve financial fore- 
casts through disclosure of the underlying tech- 
nical assumptions. Sensitivity analysis to identify 
material assumptions would put the investor on 
notice about the multiple sources of uncertainty 
surrounding the estimates. 

As a whole, this collection provides valuable 
insights into some recent developments in mana- 
gerial and financial accounting, and contains 
some stimulating suggestions for further studies 
in these fields. 

NASUHI BURSAL 
Professor of Accounting 
University of Istanbul 


Joun J. WILLINGHAM and D. R. CAR- 
MICHAEL, Auditing Concepts and 
Methods, Third Edition (McGraw-Hill 
Book Company, 1979, pp. xii, 446, 
$17.00). 


The third edition of this non-traditional audit- 
ing text has maintained the philosophy of the 
earlier editions by providing an understanding of 
auditing concepts which “makes the methods of 
audit practice more meaningful and provides a 
foundation for continuing study.” In contrast to 
most textbooks on the market, this book does 
‘blend conceptual and procedural material with- 
out emerging as a technical manual. Whether 
this will be viewed as a strength or a weakness 
will depend upon the teaching philosophy of 
the user. 

Part One, which deals with the audit profes- 
sion, is largely unchanged from previous edi- 
tions. Three chapters describe the evolution of 
the audit function, the structure of the profes- 
sion, and the legal and professional environment 
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in which auditors operate. The scope of this 
section is rather limited, possibly due to the fact 
that the authors have also published a collection 
of readings which covers this section very well. 

Part Two develops the audit process and pro- 
vides a good conceptual framework for the audit 
of financial statements. The section begins with 
a chapter on evidence, general audit procedures, 
and workpaper documentation. This chapter is 
followed by an excellent chapter on audit plan- 
ning and strategy which outlines the five steps 
in the authors’ audit framework. This chapter 
also provides a meaningful discussion of audit 
risk, 

Part Three contains a separate chapter for 
each of the five steps in the framework: Under- 
standing the Client, Study and Evaluation of 
Internal Control, Tests of Transactions, Tests of 
Balances, and Completion and Review. It is this 
section that distinguishes this text from most of 
the others on the market. It is neither a balance 
sheet approach (with a series of chapters on the 
audit of cash, receivables, etc.) nor a transac- 
tion cycle approach (with a series of chapters on 
the sales/collection cycle and the purchases/ 
payment cycle). In the two chapters on tests of 
transactions and tests of balances, emphasis is 
given to audit procedures which are common to 
many applications. This both avoids endless 
duplication and allows time to point out other 
procedures with more limited application. Part 
Four of the text deals, in a more traditional 
manner, with the reporting function. 

The text has several limitations. In an effort 
to produce a text which can be reasonably 
covered in a single course, the authors have had 
to avoid in-depth discussions. This causes the 
book to read, in parts, like a topical outline. The 
authors suggest, and I highly recommend, offi- 
cial pronouncements as supplemental reading. 
Conspicuous by its absence is adequate coverage 
of statistical sampling and EDP applications, the 
authors believing a first course in auditing 
“should concentrate on the basics of auditing.” 

In addition to providing a good auditing frame- 
work, the text has two major strengths. The first 
is its uniform use of the terms and definitions of 
official auditing pronouncements. This uniform- 
ity greatly enhances the student’s ability to 
reference the original literature. 

The second major strength is the volume and 
quality of discussion questions, problems, and 
cases at the end of each chapter. Most of the 
assignment material has been adapted from CPA, 
CMA, and Canadian CA examinations. The only 
reservation is that, in many cases, the textual 
material does not provide a sufficient back- 
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ground for students to handle the questions. 

The book would serve well for a first under- 
graduate course in auditing. Used alone, it pro- 
vides a basic conceptual understanding of the 
audit process and some exposure to practical 
applications. Beyond the basic approach, the 
text is sufficiently general to allow instructors 
the flexibility to build their own course by sup- 
plementing the text with outside assignments in 
those areas which they feel deserve additional 
consideration. 

Barry L. Lewis 
Assistant Professor of Business 
Administration 
University of Pittsburgh 


E. KENNETH WRIGHT and MALCOLM PEN- 
NEY, Capital Transfer Tax Planning, 
Third Edition Revised by Malcolm 
Penney, David S. Tallon, and Andrew B. 
Tappin (London: The Institute of Char- 
tered Accountants in England and Wales, 
1978, pp. 222, £6.95). 


This publication is intended for the practi- 
tioner in the United Kingdom. It is part of the 
Chartac Taxation Guide series published by the 
Institute of Chartered Accountants in England 
and Wales. The book deals with the capital 
transfer tax which was introduced in the United 
Kingdom in 1974. The capital transfer tax is the 
equivalent of estate and gift taxes in the United 
States, The authors do an exceptional job in 
translating the complex underlying law into 
straightforward, understandable language. The 
reader is warned that such a translation runs the 
risk of oversimplification. 

The book is intended to be a companion to 
another Chartac taxation guide entitled The Ac- 
countant’s CPT Handbook. The book, therefore, 
is not intended to present a detailed analysis of 
the capital transfer tax. According to the 
authors, the purpose of Capital Transfer Tax 
Planning is to “suggest approaches to planning to 
minimise the burden of the tax.” It does this by 
providing guidelines for planning which are in- 
corporated with a thorough discussion of the tax. 
There are numerous examples and illustrations 
which serve to reinforce explanations of the tax. 

The book is divided into four parts. Part one 
covers general principles; part two, individuals; 
part three, businesses; and part four, trusts. 
There are a total of 20 chapters. Each paragraph 
within a chapter is numbered and indexed. For 
example, Chapter 14 covers family companies, 
and paragraph five which is numbered as 14.5 
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deals with controlling holdings. The numbering 
system combined with a very complete index 
makes the book particularly useful for quick 
reference. 

Another important objective of the authors is 
to have each chapter stand as an independent 
unit. Theoretically, a reader can turn to a chap- 
ter dealing with a specific subject and under- 
stand the contents without having read the pre- 
ceding chapters. In a book dealing with tax law, 
it is impossible to avoid the need for some 
cumulative knowledge as one proceeds to more 
complex and differing situations. The authors 
have reached a sensible balance between includ- 
ing overlapping and repetitive materials to make 
later chapters relatively independent, and keep- 
ing the text as short as possible so as to make it 
useful for ready reference. It would be difficult 
for someone without any conceptual knowl- 
edge of the capital transfer tax to turn to one of 
the middle or later chapters in the book and fully 
understand the issues and computations. A mini- 
mal reading of some of the earlier chapters deal- 
ing with fundamental concepts makes it possible 
to understand the greatest part of materials in the 
later chapters. 

The third edition, published in January, 1979, 
updates earlier editions to reflect the 1978 
Finance Act. Since the detailed proposals for the 
capital transfer tax were first published in 1974, 
there has been considerable relief granted for 
business assets. Both the 1976 and 1978 Finance 
Acts provided such relief to correct what 
appeared to be a disastrous outlook for family 
businesses in 1974, This edition is also expanded 
in terms of the coverage of the planning aspects 
for both unincorporated businesses and family- 
owned businesses. 

One of the features that makes Capital 
Transfer Tax Planning unique as a tax reference 
guide is the inclusion of friendly advice in the 
form of amusing homilies. For example, the 
authors advise that “Care should be taken in 
making gifts to children. Many a young person’s 
character has been adversely affected because 
he (or she) became too wealthy too soon.” Simi- 
larly, the authors advise that “the Revenue [the 
UK equivalent to the IRS] has a long memory 
and has not forgotten the dead horse.” 

Aside from its easy readability, the strongest 
feature of Capital Transfer Tax Planning is its 
emphasis on planning. There is a chapter de- 
voted to the general principles of planning, and 
there is emphasis throughout the book on the 
need for planning. The examples illustrating out- 
comes resulting from various courses of action 
are an effective vehicle for driving home the . 
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dollars and cents (pounds and shillings) benefits 
of careful tax planning. 

The book is well-written and extremely useful, 
especially to United Kingdom accountants. The 
book should be of interest to American readers 
for several reasons. First, it provides an example 
of a well-written tax book. Second, the book pro- 
vides the reader with an interesting contrast to 
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U.S. Estate and Gift Tax Law. Finally, the book 
can be used as appropriate outside reading for 
advanced tax students in the U.S. 


MATTHEW H. MARDER 
Vice President for Finance and 
Professor of Business Administration 


Clarion State College 


Professional Firm Publications 


James H. SCHEINER, University of Tennessee- Knoxville 


In recent years the largest public accounting firms have increased the quantity and 
quality of their accounting publications. Single copies are usually available upon request 


from the nearest office. 


A Certified Public’ Accountant's Compilation 
and Review Services Contrasted with Un- 
audited Financial Statement Engagements for 
Nonpublic Entities, published by Elmer Fox, 
Westheimer & Co. (1979), discusses the first 
Statement on Standards for Accounting and 
Review Services and compares it with pre- 
viously existing pronouncements on unaudited 
financial statements. A chart is provided to 
assist in this comparison. (12 pages) 


Audit Committees, published by Deloitte Has- 
kins & Sells (1979), summarizes recent trends 
regarding audit committees. Guidelines are 
presented for forming an audit committee, 
outlining its objectives, appointing members, 
and planning meetings. A third section dis- 
cusses specific duties and responsibilities of 

. an audit committee, ranging from nominating 
the independent auditors to overseeing the 
effectiveness of the internal audit function. A 
final section briefly discusses members’ legal 
liability. (29 pages) 


Cost of Government Regulation Study for The 
Business Roundtable, published by Arthur 
Andersen & Co. (1979), summarizes the cost to 
48 large companies of complying with the 
regulatory requirements promulgated by six 
federal agencies and programs. After an over- 
view of the study and its methodology, the 
general results are briefly summarized. The 


costs are then discussed for each of the six 
agencies and programs. (47 pages) 


Effects of the Federal Income Tax on U. S. 


Manufacturing Investment in the Presence of 
Sustained Inflation, published by Sun 
Company; Inc. and Coopers & Lybrand (1978), 
reports on a hypothetical manufacturing 
company in a period of sustained inflation. 
Several levels of inflation ranging from 5 to 10 
percent are compared with different capital 
structures and income tax proposals for deal- 
ing with inflation. (38 pages) 


Guide to Accounting Controls, published by 


Price Waterhouse & Co. (1979), discusses in 
nine guides the review, evaluation, and testing 
of internal accounting control. The first guide 
discusses internal accounting control in gen- 
eral, including an approach to evaluating the 
costs and benefits of specific controls. Sub- 
sequent guides review internal accounting con- 
trol for financial reporting, EDP, and five 
routine transaction systems: revenues and 
receivables, production costs and inventories, 
productive assets, purchases and payables, 
employee compensation and benefits, and 
financial management. The EDP guide is 
designed to be used in conjunction with 
specific transaction systems. Each of the tran- 
saction system guides is divided into five sec- 
tions. The first three consider (1) the impact of 
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_the business and its environment on the cycle, 
(2) relevant administrative and operating con- 
trols, and (3) a series of questions with explan- 
atory comments designed to understand in- 
ternal accounting control of the cycle. The 


235 


fourth section considers a cost-benefit analysis 
of the cycle controls with specific examples. 
The final section discusses internal accounting 
control tests. (448 pages) 


Capsule Commentaries 


THOMAS J. BURNS, Editor 


The first two commentaries in this issue are by the Book Review Editor. 


MaurIce H. STANS, The Terrors of Justice: 
The Untold Side of Watergate (New 
York: Everest House, 1978, pp. xii, 478, 
$10.95). 


A Watergate book by the most prominent 
accountant involved in the Watergate case, tell- 
ing his version of the episode which centers on 
his own experience—basically his prosecution 
and his fight to get acquitted. Includes a brief 
account of his trial before the AICPA’s Trial 
Board and his judgment of Nixon as “The Presi- 
dent Who Tried Too Hard” and who in an earlier 
decade would have escaped his fate. 


MARY-CLAIRE VAN LEUNEN, A Handbook 
for Scholars (New York: Alfred A. 
Knopf, 1978, pp. ix, 354, $5.95). 


An excellent new paperbound book for pre- 
paring a paper, article, thesis, or book. Should 
be an effective guide to the mechanics of scholar- 


ly writing. Includes 26 pages on doing vitas and 
17 pages on Federal documents. Recommended 
to scholars, students, and teachers. 


MAURICE A. UNGER, Financial Planning for 
Retirement (Cincinnati, Ohio: South- 
Western Publishing Co., 1979, p. v, 137). 


Given its brevity, this is as complete a 
coverage of personal finance for retirees as could 
be written. It has questions and problems at the 
end of each of 11 chapters, with an appendix in- 
cluding a worksheet for a retirement plan, 
answers to questions, and a glossary. Carefully 
done in easy conversational language, it deals 
with compound interest, compound inflation, 
Social Security, health and life insurance, invest- 
ment alternatives, and income tax planning, all 
at a level that can be both understood by a 
novice, and useful to a professional. (Paul E. 
Fertig) _ 
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Amey, Lloyd R., Budget Planning and Control 
Systems, Pitman Publishing Limited, London, 
1979, pp. ix, 273. 

Causey, Denzil Y., The Duties and Liabilities of 
Public Accountants, Dow Jones-Irwin, Home- 
wood, Illinois, 1979, pp. xv, 268, $30.00. 

Crowningshield, Gerald R. and Kenneth A. 
Gorman, Cost Accounting: Principles and 
Managerial Applications, 4th edition, Hough- 
ton-Mifflin Co., Boston, Massachusetts, 1979, 
pp. xxiii, 819. 

Cunningham, Gary M., An Accounting Research 
Framework for Multinational Enterprises, 
UMI Research Press, Ann Arbor, Michigan, 
1979, pp. vii, 211. 

DePaula, F. Clive and Frank Atwood, Auditing: 
Principles and Practice, Fifteenth Edition, 
1976, Reprinted 1977, Pitman Publishing 
Limited, London, pp. 374. 

Griffin, Paul, Editor, Financial Reporting and 
Changing Prices: The Conference, Financial 
Accounting Standards Board, Stamford, Con- 
necticut, 1979, pp. ix, 242, $10.00, academic 
price $8.00. 

Dermer, Jerry and‘Joel Amernic, Financial Ac- 
counting: A Canadian Perspective, The Mac- 
millan Company of Canada Limited, Toronto, 
Canada, 1979, pp. xxi, 792, $18.95. 

Goodman, Sam R. and James S, Reece, The 
Controller's Handbook, Dow Jones-Irwin, 
1978, pp. xi, 1253, $35.00. 

Grinyer, Peter H. and Jeff Woller, Corporate 
Models Today, Second Edition, The Institute 
of Chartered Accountants in England and 
Wales, London, 1978, pp. xiv, 316. 

Gross, Malvern J. Jr., and Stephen F. Jablonsky, 


Principles of Accounting and Financial Re- 
porting for Nonprofit Organizations, John 
Wiley & Sons, New York, 1979, pp. xv, 415, 
$17.50. 

Hubbard, Thomas O., David J. Ellison, Robert 
H. Strawser, Readings and Cases in Auditing, 
Dame Publications, Inc., Houston, Texas, 
1979, pp. I, 543. 

Miller, Herbert E. and George C. Mead, CPA 
Review Manual, Prentice-Hall, Inc., Engle- 
wood Cliffs, New Jersey, 1979, pp. x, 900, 
$25.00 CL, $18.75 ST ED. 

Rousmaniere, Peter F., General Editor, Local 
Government Auditing: A Manual for Public 
Officials, Council on Municipal Performance, 
New York, 1979, pp. 86. 

Sawyer, Lawrence B., The Manager and the 
Modern Internal Auditor: A Problem-Solving 
Partnership, AMACOM, A Division of Ameri- 
can Management Association, New York, 
1979, pp. x, 466, $24.95. 

Thacker, Ronald J., Accounting Principles, 2nd 
Edition, Prentice-Hall, Inc., Englewood Cliffs, 
New Jersey, 1979, pp. xxvii, 996, $15.95 cloth. 

Taube, Stanley, Estate and Tax Planning: A 
Practitioner's Guide, The Carswell Company 
Limited, Toronto, Canada, 1978, pp. xii, 353, 
$37.50. 

Wanous, S, J., Gerald E. Wagner, and Stephen 
F. Hallan, Jntroduction to Automated Data 
Processing, South-Western Publishing Co., 
Cincinnati, Ohio, 1979, pp. viii, 312. 

Wells, Gordon, How to Communicate, McGraw- 
Hill Book Company (UJ) Limited, London, 
1978, pp. viii, 192. 


236 


ee RN RA tad NEHA 
(9 a A 


£ 


'TATEMENT OF OWNERSHIP, MAN- 
\GEMENT AND CIRCULATION (Re- 
juired by 39 U.S.C, 3685) 


J.- Title of Publication: Tak ACCOUNTING Review. 
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3. Frequency of Issue: Quarterly. 
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JANUARY, 1980 PLACEMENT INFORMATION SECTION 


The deadline for information to be included in the “Placement Information” section is 
two months prior to the date of publication; i.e. February 1, May 1, August 1, and 
November 1. Placement advertising and replies should be sent to the American Ac- 
counting Association, 5717 Bessie Drive, Sarasota, FL 33583. All replies to box 
numbers should be on separate sheets to facilitate forwarding. There is no charge for 
this service to AAA members and associate members seeking employment. Others 
will be charged a fee of $75 per insertion. Ads should not exceed 100 words. 
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PORTLAND STATE UNIVERSITY located in Portland, Oregon, invites applications for perma- 
nent appointments in accounting. Available positions are at the Assistant and Associate level. 
Applicants should possess a doctoral degree in accounting although candidates at an advanced 
dissertation stage will also be considered. Performance evaluation at PSU is based upon a judicious 
blend of effective classroom teaching, research and publication, and university and community 
service. The standard teaching load is 9 quarter hours. Programs are offered at both the under- 
graduate and graduate levels. The department enjoys a very close relationship with the professional 
accounting community in the state. Vita should be directed to Dr. Richard H. Visse, Head, Depart- 
ment of Accounting, Portland State University, Portland, Oregon 97207. PSU is an equal oppor- 
tunity affirmative action employer. All interested persons are encouraged to apply. 


Ph.D. (anticipated, summer 1980); CPA, twenty years of teaching experience; numerous publica- 
tions; administrative experience. 


Ph.D., age 37, tenured, seeks position as department chairman or as senior faculty member. Primary 
teaching and research interest is in tax/oil and gas accounting. Presently associate professor with 
13 years University teaching experience. Prefer medium to small size University where emphasis is 
on quality teaching. Available fall 1980, possibly earlier. 


CPA, Ph.D. Management Consultant/Professor is seeking a new and improved opportunity to 
develop these interests using diverse 25-year background and innovative approaches to problem 
solving. Prefer southwestern location but open to attractive situation elsewhere. 


MBA-CPA, age 33. Big 8 experience. Four years work at controllership level. Three years full time 
teaching experience including a broad range of accounting, business courses. Excellent rating as 
teacher through course evaluations. Seeks faculty position primarily teaching within accounting, 
finance fields. Prefer South/Southeast, but will consider other geographical areas. 


Ph.D., MS, BBA, with four plus years teaching experience at large New England University with 
doctoral program. Strong teaching and research interests in financial accounting and financial 
information systems. Prefer schoo] with doctoral program or very strong masters program in 
suburban or rural Northeast. Available September 1980. 


Ph.D., CPA, age early 40s, currently associate professor at major university, desires temporary 
summer teaching position in undergraduate accounting. Public accounting experience, excellent 
teaching record and references. 


Ph.D., CPA, presently assistant professor at a nationally recognized university. Teaching experience 
(undergraduate and graduate) and research interests are in systems, auditing (including EDP), 
and managerial accounting (including CAS). Active in the profession and in professional develop- 


_ ment activities. Age: mid-30’s. Seeking position at an institution with a balanced emphasis on teach- 


ing, research, and service/consulting. Available Summer or Fall of 1980. 


Ph.D., C.M.A., R.LA., six years of research and teaching experience in undergraduate and MBA 
programs. Primary teaching interest is in management accounting. Major research interest is in 
applications of statistics and operations research techniques to accounting and auditing problems. 
Numerous publications in referred journals; currently Associate Professor. Seek faculty position 
in schools that encourage research and publications. Preferred locations include east coast, Cali- 
fornia, and Canada; other locations considered. i 
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Ph.D. IN ACCOUNTING with diverse 20-year graduate and undergraduate teaching experience 
seeks senior faculty position in accounting beginning Fall, 1980. 


J.D., L.L.M. (Taxation), MBA, CPA, with 16 years teaching experience and six years Big Eight 
accounting firm experience. Primary teaching emphasis has been in the areas of Federal Income 
Taxation, Intermediate Accounting, and Advanced Accounting at the graduate and undergraduate 
levels. Also experienced in teaching Auditing and Business Law. Research and consulting in the 
areas of Local Government Accounting and Taxation. Interested in a school with a strong Taxation 
course offering at the graduate/undergraduate level or to assist in developing such a program. 


J.D., CPA, MA, Senior position teaching tax, business law, NFP and/or other accounting courses. 
Would also be interested in administrative duties. Publications and university/community service. 
Over 20 years of teaching, business and governmental experience. 


PEPPERDINE UNIVERSITY, MALIBU, CA. is seeking applicants for a tenure track accounting 
position at any rank. Prefer managerial interest. Ph.D. with certification is preferred. Salary is 
competitive. Applicants should have a primary interest in undergraduate teaching with strong 
secondary interests in research and appropriate professional activity. The position is within Seaver 
College, a residential liberal arts college. Seeking faculty who will contribute to the value-centered 
education of a non-sectarian Christian University. Send resume to Dr. Jere E. Yates, Chairman; 
Business Administration Division; Pepperdine University; Malibu, CA. 90265. 


STEPHEN F. AUSTIN STATE UNIVERSITY is seeking candidates for faculty positions as 
Assistant Professor or as Instructor. Candidates for the position of Assistant Professor should have 
a terminal degree or be near the completion ofa doctorate. Candidates for the position of Instructor 
should have a Masters degree. Candidates who are a CPA or CMA will receive preference. Stephen 
F. Austin State University is located in East Texas with easy access to Houston and recreational 
areas. The University enrollment is over 10,000 of which over 2,000 are in the school of Business. 
The undergraduate program is accredited by the ASCSB. The primary emphasis is on teaching; 
however publishing, participation in continuing education programs and professional activities are 
encouraged. Inquiries and resumes should be directed to Professor Eugene Sauls, Chairman, 
Department of Accounting, Box 13005, SFA Station, Nacogdoches, TX 75962. An EOAA EM- 
PLOYER. 


INDIANA STATE UNIVERSITY is seeking faculty members in Accounting for permanent posi- 
tions beginning August, 1980. Teaching interests may be in Financial, Managerial, Auditing, Taxes, 
or Information Systems areas. Earned doctorate with CPA or CMA is preferred, ABDs will be 
considered. Salary and rank will be commensurate with qualifications and experience. Vita should 
be sent to Dr. Henry Longfield, Chairman, Department of Accounting, Indiana State University, 
Terre Haute, Indiana 47809. ISU is an equal opportunity affirmative action employer. All interested 
parties are encouraged to apply. 


ACCOUNTING DEPARTMENT CHAIRPERSON—University of Pennsylvania. This position 
is to be filled July 1, 1981 (or earlier, if desired) by a qualified applicant with demonstrated research 
interest and ability, potential or demonstrated administrative skills, and leadership capacity. The 
University of Pennsylvania is an equal opportunity/affirmative action employer. Interested persons 
should send their resumes including educational background, professional experience, publications 
in refereed journals, and appropriate personal data to Professor Claude S. Colantoni, Accounting 
Department, W-280 Dietrich Hall, University of Pennsylvania, Philadelphia, Pa. 19104. 


CENTRAL MICHIGAN UNIVERSITY. Tenure track positions. Financial accounting, systems, 
and/or auditing preferred, but others considered. Doctorate in accounting or ABD (advanced 
stages) required; CPA or CMA and prior teaching and/or business experience desirable. Target 
level: Assistant Professor; actual rank depends on qualifications. Competitive salary with excellent 
benefits. Nine hour load per semester; research and/or consulting opportunities available. All 
persons, including women, members of minority groups, and the handicapped, are encouraged to 
apply. Send credentials to: Chairman, Department of Accounting, Central Michigan University, 
Mt. Pleasant, MI 48859. CMU is an Affirmative Action and Equal Opportunity Institution. 
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WILL CONSIDER PERSONS at the rank of assistant professor, associate professor, or professor, 
beginning September 1980. Location involves the senior landgrant university of a mid-southeastern 
state. Currently Bachelor’s, Master’s, and Doctor’s degrees in accounting are offered. Applicants 
should be terminally qualified (doctoral degrees and preferably CPA certificates). Those nearing 
completion of doctoral programs will receive full consideration. An EEO/Affirmative Action/ 
Title 9/Section 504 Employer. 


MANCHESTER COLLEGE is seeking applicants for an expansion in the Department of Account- 
ing beginning in September, 1980. Expected position is at the Assistant or Associate level. Appli- 
cants should possess or have nearly completed an appropriate doctoral degree. MBA’s with 
CPA/CMA certificates will be considered. Areas of competency desired are tax and auditing. 
Emphasis is placed on quality teaching. Manchester College is an equal opportunity employer. 
Applications should be sent to A. L. Gilbert, Director of Accounting Studies, Manchester College, 
North Manchester, Indiana 46962. 


GEORGIA SOUTHERN COLLEGE is seeking an assistant professor. The person we are seeking 
should have the Doctorate or be an active ABD. A CPA or CMA designation also is desirable. 
The primary objective of the department is effective teaching. However, research is encouraged 
and supported. Our program is AACSB accredited. The College has 7,000 students; the School of 
Business has 1,600 students; and the Accounting Department has 260 majors. The College is located 
50 miles from Savanna and the Atlantic Ocean in a rural environment. If interested, contact Dr. 
Herbert O’Keefe, Head, Department of Accounting, School of Business, Georgia Southern College, 
Statesboro, Georgia, 30458. 


NORTH CAROLINA STATE UNIVERSITY invites applications for tenure tract positions in 
accounting beginning in the Fall of 1980. Appointments will be considered at any rank depending 
upon the candidate’s qualifications and experience. An earned doctorate is required, however 
advanced ABD’s will also be considered. A professional certification is highly desired. Salary is 


‘competitively appropriate for rank. We desire applicants who are committed to teaching and 


demonstrate ability in (or potential for) research and publication. Candidates with an interest in 
auditing, financial and taxation are especially encouraged to apply, however, all accounting spe- 
cialities will be considered. Send resumes to: Dr. Carl J. Messere, Chairman of the Accounting 


Search Committee, Box 5368, North Carolina State University, Raleigh, North Carolina 27650. 


North Carolina State University is an equal opportunity/affirmative action employer. 


UNIVERSITY OF MASSACHUSETTS/AMHERST, contingent upon funding, is seeking 
candidates for positions in Taxation, Systems, and general accounting. Send current vita to Anthony 
Krzystofik, Chairman, Accounting Department, University of Massachusetts, Amherst, MA 
01003. An Affirmative Action/Equal Opportunity Employer. 


THE UNIVERSITY OF ALASKA, ANCHORAGE, has an accounting tenure-track faculty 
position available beginning June or September, 1980. A Ph.D. or DBA is required, although 
candidates at an advanced dissertation stage will be considered. Performance evaluation in the 
School of Business and Public Administration is based on teaching, research and public service. 
‘The standard teaching load is 9 hours. Undergraduate and graduate accounting courses are offered. 
Most of the School faculty hold appropriate doctorates. The climate of Anchorage is quite mild 
compared to the Midwest and Northeast, due to moderating effects of the Jepanese Current. Out- 
door recreation activities are unlimited and the scenery is spectacular. Send resume to: Dr. Omer L. 
Carey, Dean, School of Business and Public Administration, University of Alaska, Anchorage, 
3221 Providence Drive, Anchorage, AK 99504, Telephone (907) 263-1758. The University of Alaska, 
Anchorage, is an equal opportunity, affirmative action employer. 


CALIFORNIA STATE POLYTECHNIC UNIVERSITY, POMONA seeks applications for 
accounting positions at all ranks. Doctorate and CPA required for full and associate professor but 
we will consider MBA/CPA for assistant professor if doctorate is pursued locally. Entry salaries 
range from $17,000 to $31,000 with extra pay for summer teaching. Consulting is encouraged and 
many possibilities exist. Cal Poly is located 50 miles east of Los Angeles in a suburban setting close 
to many cultural and recreational features of Southern California. Contact Dr. Alan R. Senn, 
Acting Chairman, Department of Accounting, California State Polytechnic University, Pomona, 
California 91768. 
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THE UNIVERSITY OF NORTH FLORIDA hasa September 1980 opening for an Assistant or 
Associate Professor of Accounting. Field of interest should include regulatory accounting with a 
transportation or utility interest. A CPA or CMA in addition to the appropriate doctoral degree 
is desirable. The University is located in a northeast metropolitan area of Florida. BBA, MAcc 
and MBA programs are offered and teaching is available at the graduate and undergraduate level. 
Research and publishing is encouraged. The University of North Florida is an Equal Opportunity, 
Affirmative Action employer and a member of the Florida State University System. Send resume to 
Dr. Gary R. Fane, Chairperson, Accounting Department, University of North Florida, P. O. Box 
17074, Jacksonville, FL 32216. F 


THE UNIVERSITY OF MICHIGAN-FLINT, School of Management—Four faculty appoint- 
ments, any professorial rank. Doctorates required (ABD’s encouraged); CPA, CMA, professional/ 
industrial experience preferred. Must be fully qualified, meeting standards of teaching and scholarly 
productivity for assignment to new “focused” graduate program for technically prepared, strongly 
quantitative persons, relevant to manufacturing sector. Work closely with cooperating corpora- 
tions; participate in consulting. Primary interests: (1) management accounting; (2) accounting 
information systems; (3) auditing; (4) taxation (JD acceptable) or theory. Competitive salaries. 
Curriculum vitae, references, inquiries: Dean John A. Larson, School of Management, The Uni- 
versity of Michigan-Flint, Flint, Michigan 48503. 313/762-3160. A non-discriminatory/affirmative 
action employer. 


APPLICATIONS FOR POSITIONS in accounting, at the Assistant Professor level, are invited 
from persons with research and teaching interest in the areas of financial accounting, managerial 
accounting and information systems. Ability or potential for quality research and graduate level 
teaching are important considerations. A Ph.D. is required. Northwestern University is an equal 
opportunity/affirmative action employer. Interested persons should send a resume and an approved 
dissertation proposal or abstract of a completed dissertation, if applicable, to Professor Robert P. 
Magee, Department of Accounting and Information Systems, Graduate School of Management, 
Northwestern University, Evanston, Ulinois 60201. 


UNIVERSITY OF MARYLAND (COLLEGE PARK) has openings for accounting faculty at 
Assistant, Associate, and Full Professor levels for Fall 1980. Minimum qualifications for Assistant 
Professor is a D.B.A. or Ph.D. in accounting. A candidate for Associate Professor should have a 
strong record in research and teaching. A candidate for Full Professor should have an established 
record as a productive scholar and an excellent teacher. Interested candidates should send resumes 
to Professor Stephen E. Loeb, College of Business and Management, University of Maryland, 

College Park, MD 20742. The University of Maryland is an equal opportunity/affirmative action 
employer. Women and minorities are encouraged to apply. 


COLLEGE OF THE HOLY CROSS has an accounting faculty opening September, 1980. Ph.D. or 
DBA is preferred, but MBA-CPA will also be considered. Nine hours of teaching elementary, cost, 
and advanced accounting, with some emphasis on research. Appointments will be considered in the 
ranks of Instructor through Professor. Salary very competitive. Those interested should forward 
resume, graduate transcripts, and three letters of reference to Prof. John D. O’Connell, Department 
of Economics, College of the Holy Cross, Worcester, Massachusetts 01610. (617) 793-2649. Equal 
Opportunity-Affirmative Action employer. 


CLEMSON UNIVERSITY, Department of Accounting and Finance, is seeking applicants for 
tenured track positions at Assistant or Associate level to begin August 15, 1980. Candidates with 
doctorate in field with CPA or CMA are preferred, but ABDs will be considered if degree is expected 
by starting date. Rank and salary will be commensurate with qualifications and experience. The 
department has 20 full-time faculty positions, over 800 majors, and teaches approximately 2,200 
students per semester in programs accredited by AACSB. By January 31, 1980, send resume to 
Professor C. C. Davis, Head, Department of Accounting and Finance, Clemson University, 
Sirrine Hall, Clemson, S. C. 29631. Clemson University is an Equal Opportunity/Affirmative 
Action Employer. 
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THE UNIVERSITY OF NEBRASKA-OMAHA is seeking to fill two full-time positions com- 
mencing the Fall semester of 1980. The positions involve graduate and undergraduate instruction 
in the area of tax or financial accounting. Candidates with an Accounting Doctorate and an estab- 
lished record of professional accomplishments will be considered at the associate level while candi- 
dates near completion of the dissertation will be considered at the assistant level. Professional 
certification is desirable. The salary range is very competitive and dependent upon the candidate’s 
professional qualifications. The University of Nebraska at Omaha is located in a residential 
neighborhood of an urban metropolitan area of 600,000 with numerous consulting and professional 
opportunities. The College of Business Administration has approximately 3,000 undergraduate 
majors and 300 MBA students and is AACSB accredited at the undergraduate level. The Depart- 
ment of Professional Accounting has over 800 majors and 13 full-time faculty. UNO is an Equal 
Opportunity/Affirmative Action Employer and encourages applications from women and members 
of minority groups. Interested candidates are invited to submit their resume to Dr. David Buchl- 
mann, Chairperson, Department of Professional Accounting, University af Nebraska-Omaha, 
Omaha, Nebraska 68182. 


WEST GEORGIA COLLEGE has a position in the Department of Acccunting and Finance 
available Fall, 1980. Rank to be Assistant or Associate Professor. Ph.D. preferred, but will consider 
ABD near completion of dissertation. Primary teaching areas include financial, cost, and mana- 
gerial accounting. A candidate qualified to teach corporate finance occasionally is highly desirable. 
Salary competitive. Send resume to: Paul D. Baker, Department of Accounting and Finance, 
West Georgia College, Carrollton, GA 30118. WGC is an AA/EO employer. 


FACULTY OPENING. September 1, 1980; February 1, 1980—if available. Managerial Finance 
with background in accounting desirable. Salary and rank are open. Doctorate or near doctorate 
is required. Send replies with resume to Dr. William H. Anderson, Chairman, Department of 
Finance, Stetson University, DeLand, Fla. 32720. Stetson is a private, fully-accredited, co-edu- 
cational institution and an equal opportunity employer. It is located between Daytona Beach and 
Orlando. 


NEW HAMPSHIRE COLLEGE has an opening in its Department of Accounting for the 1980-8! 
académic year. Ph.D. or DBA preferred but will consider MBA/CPA. Rank and salary negotiable. 
Excellent fringe benefits package and summer, continuing education and graduate teaching oppor- 
tunities. Private consulting encouraged. Send letter of application and resume to Dr. Jacqueline F. 
Mara, Associate Academic Dean, New Hampshire College, 2500 North River Road, Manchester, 
NH 03104. 


THE SCHOOL OF BUSINESS ADMINISTRATION of the College of William and Mary, 
Williamsburg, Virginia has a tenure track position in the accounting area available starting in Fall, 
1980. Doctorate or dissertation stage status is required. The successful candidate will be expected to 
teach in the MBA program and in the undergraduate CPA-oriented accounting program. Teaching 
and research interests in the area of financial accounting and auditing or in the area of information 
systems are preferred. The College of William and Mary is a state supported university of approxi- 
mately 6,000 students located in Tidewater Virginia adjacent to the restored facilities of Colonial 
Williamsburg. The student body is very well qualified and all programs are accredited by the 
A.A.C.S.B. Teaching requirements are a nine semester hour course load with two preparations. 
Applications should be sent to Professor James R. Haltiner, Chairman, Appointments Committee, 


- School of Business Administration, College of William and Mary, Williamsburg, Virginia, 23185. 
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Affirmative Action/Equal Opportunity Employer. 


UNIVERSITY OF SASKATCHEWAN, Saskatoon, Canada, invites applications to the Depart- 
ment of Accounting for (1) summer positions (1980-81), (2) one or two year visiting appointments 
(effective July 1, 1980), and (3) a permanent position (effective July 1, 1980). Doctorate required 
for permanent position, Masters with professional qualifications acceptable for temporary posi- 
tions. Present accounting faculty complement of thirteen hold Ph.Ds from Michigan, Michigan 
State, Minnesota, Washington, and Missouri. Teaching load normally 2-3 courses per term over 
mid September to mid April academic year. Permanent faculty members expected to have strong 
research interests. Saskatoon is within easy reach of the clear sparkling lakes of Canada’s north. 
Friendly people, excellent hunting and fishing, wilderness camping and other outdoor pursuits are 
combined with the modern facilities of a full university in a city of 150,000. Enquiries including 
current resume should be mailed to Professor W. John Brennan, Head, Department of Accounting, 
College of Commerce, University of Saskatchewan. Saskatoon, Saskatchewan, Canada, S7N 0W0; 
‘Phone 306-343-3495. 
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THE UNIVERSITY OF ALABAMA IN HUNTSVILLE is planning a new School of Manage- 
ment and is seeking Accounting faculty. Designing anique curriculum based heavily on Experi- 
mental Techniques and want people interested in innovation. Teach in graduate (Administrative 
Program) and undergraduate levels. Interest in and ability to do research and publishing. Terminal 
degree required (or in final dissertation stage). Assistant/Associate Professor, depending upon 
qualifications/experience. Reply to Dr. Norman Bucher, Chairman, Department of Business 
Administration and Economics, The University of Alabama In Huntsville, P. O., Box 1247, Hunts: 
ville, Alabama 35807. (205) 895-6680. An Equal Opportunity/Affirmative Action Institution. 


THE YALE SCHOOL of Organization and Management is seeking to appoint an outstanding 
scholar/teacher in accounting who also has an interest in at least one other discipline. Ph.D. or 
equivalent in accounting, operations research, finance, economics, law, behavioral science or 
politics. Rank and salary depend on qualifications. Send resume, references, and an example of 
scholarly work to Associate Dean Geoffrey C. Hazard, Yale Schcol of Organization and Manage- 
ment, Box 1A, New Haven, CT 06520. An equal opportunity, affirmative action employer. 


GEORGE WASHINGTON UNIVERSITY School of Government and Business Administration 
is seeking applications for faculty positions in accounting at the Assistant and Associate Professor 
levels. Candidates should have their Doctorate completed by December, 1981 and be able to teach 
both graduate and undergraduate courses with a potential for teaching excellence and be capable 
of research leading to publication in professional journals. George Washington University is an 
equal opportunity affirmative action employer. Women and minorities especially are encouraged 
to apply. Highly competitive salary with excellent benefits. Please send vita to Professor Anthony J. 
Mastro, Chairman, Department of Accounting, 21st & G Streets N.W. (Room 209) Washington, 
D.C. 20052. 


THE UNIVERSITY OF TEXAS at El Paso, has accounting tenure-track faculty openings at the 
associate level for the fall 1980 semester. Applicants should have a doctorate in Accounting or be 
ABD. CPA or CMA is desirable. Teaching is at the undergraduate and M.B.A. level, salary is 
competitive. E] Paso has a mild, dry year-round climate, the campus facilities are excellent and the 
cost of living 1 is well below the national average. Summer and continuing education teaching 
opportunities are available. Please send resumé and references to Sharron R. Hoffmans, Chair- 
person, Department of Accounting, College of Business Administration, University of Texas at 
El Paso, El Paso, Texas 79968. The University is an equal opportunity/affirmative action employer. 


ST. FRANCIS COLLEGE, Brooklyn, N.Y. is seeking an Associate or Full Professor of Accounting 
with the possibility of becoming Chairman. An early assignment would be to assist in developing a 
5-year program. Applicant should have a Doctorate in accounting and a C.P.A. is highly desirable. 
St. Francis College is a liberal arts urban institution located in Brooklyn Heights, a national land- 
mark area. It has a full-time student body of some 2,000 and a part-time program serving some 
1,200. There are approximately 400 accounting majors with a faculty of five full-time and six part- 
time members. It is an equal opportunity/affirmative action employer. Salary is budgeted in the low 
thirties for two semesters. There is extra compensation for Chairman. Send vita to Mrs. Ruth 
Murphy, Director of Personnel, 180 Remsen Street, Brooklyn, New York 11201 or telephone 
Charles L. Savage, Accounting Chairman at 212-522-2300. 


DBA candidate in Accounting (minor: Management Science), MBA in Accounting/Quantitative 
Methods, CPA. Nine years of undergraduate/graduate teaching experience (five, at assistant level) 
in Accounting and Management Science. Teaching interests include financial and managerial 
accounting and management science. Available September 1980. 


TENURE TRACK POSITION. Begin Sept. °80. Doctorate in Accounting preferred. ABD Cons. 
Complete undergraduate accounting program with 350 majors. Emphasis on teaching excellence; 
research encouraged; teaching and/or business experience preferred. Competitive salary schedule 
with excellent fringe benefits. Located in small college town near Philadelphia. Deadline Date: 

March 1, 1980. Send resumes to: Eugene C. Hassler, Chairman, Department of Accounting, West 
ris State College, West Chester, PA 19380. An Equal Opportunity/Affirmative Action Em- 
ployer. 
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UNIVERSITY OF TEXAS AT ARLINGTON has positions open (Fall, 1980) for tax faculty, 
rank dependent on qualifications. Also assistant professor position for financial/managerial. 
Require Ph.D. or D.B.A., but for assistant professor will consider LL.M. and CPA (for tax area) 
or ABD with probable early completion. Professional certification and expzrience (business and 
teaching) are desirable. Full time and part time temporary instructorships -requiring master’s 
degree (concentration in accounting) and CMA or CPA are often available (sometimes on short 
notice) and openings are expected for Fall, 1980. For either regular or temporary positions, please 
send letter of interest and resumé to Chairman, Department of Accounting, University of Texas at 
Arlington, Arlington, Texas. 76019. The University is an Equal Opportunities/Affirmative Action 
employer. 


THE McINTIRE SCHOOL of Commerce at the University of Virginia announces openings in 
accounting at the Assistant Professor level for Fall 1980. Candidates should have the Doctorate. 
Teaching and other professional experience in accounting is desirable. The School stresses teaching 
excellence and encourages and supports research and professional service activities. Send resumé 
and list of references to Dr. William C. Boynton, Accounting Area Coordinator, McIntire School 
of Commerce, Monroe Hall, University of Virginia, Charlottesville, Virginia 22903. UVa is an 
affirmative action/equal opportunity employer. 


THE UNIVERSITY OF MISSOURL-ST. LOUIS invites applications for both permanent and 
visiting appointments in accounting at all ranks to begin in September, 1980. Candidates with 
interests in the areas of financial accounting, income taxation, auditing, or public sector accounting 
are preferred. Quality research and effective teaching are encouraged and rewarded and support 
facilities are excellent. Teaching loads are 9 hours per semester with two preparations. Established 
in 1963 in a pleasant, suburban site, UMSL has a rapidly growing business program accredited at 
both the undergraduate and master’s level. Submit resumé or inquiries to John J. Anderson, 
Coordinator, Area of Accounting, School of Business Administration, University of Missouri- 


_ St. Louis, St. Louis, Missouri 63121. UMSL is an equal employment and educational opportunity 
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institution. 


LEHIGH UNIVERSITY located in Bethlehem, PA, is seeking to fill a faculty position in the 
Department of Accounting and Law. The candidate should have a J.D. with an undergraduate 
degree in accounting or have a Ph.D. or be at the dissertation stage in progress toward the Ph.D. 
Salary and rank will be commensurate with qualifications and experience. Equal opportunity 
affirmative action employer. Vita should be sent to Professor Carl L. Moore, Chairman, Depart- 
ment of Accounting and Law, Drown Hall #35, Lehigh University, Bethlehem, PA 18015. 


UNIVERSITY OF CALIFORNIA, Berkeley, School of Business Administration seeks to fill by 
July 1, 1980 positions in accounting at both the tenure and Assisiant Professor level. The tenure 
level position requires a distinguished teaching and research record, ability to provide leadership 
in the field, and a commitment to professional activity with business and government. The Assistant 
Professor position requires a Ph.D. degree or an early completion of the degree, and preferably an 
interest in auditing. The positions anticipate an interest in providing course work at the under- 
graduate, MBA and Ph.D. levels as well as teaching in Executive Education programs. The Uni- 
versity of California is an Affirmative Action Employer. Applications or inquiries should be filed 
by February 15, 1980 and should be directed to Fred P. Morrissey, Associate Dean, School of 
Business Administration, 324 Barrows Hall, University of California, Berkeley, Berkeley, CA 94720. 


ACCOUNTANCY FACULTY. A position is available in September 1980 for an assistant pro- 
fessor desiring to combine excellent teaching with professional-oriented research in a nationally- 
recognized accountancy program. Doctorate with CPA desirable. Financial and/or Managerial 
Accounting areas. Contact.Dr. Norlin Rueschhoff, Chairman, Department of Accountancy, 
University of Notre Dame, Notre Dame, Ind. 46556. An equal opportunity/affirmative action 
employer. 
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CALIFORNIA STATE UNIVERSITY, SACRAMENTO has faculty openings, effective Sep- 
tember, 1980, February, 1981, and September, 1981, in two areas: (1) accounting and (2) computer- 
based management information systems. The faculty candidate will be expected to teach under- 
graduate and graduate level courses (both AACSB accredited), to engage in instructional-related 
duties and other activities; more emphasis on teaching effectiveness. Salary and rank open, com- 
mensurate with academic preparation and professional experience. Appropriate Doctorate (or 
near the final stage of completion) required; Professional certification (E.G., CPA) or progress 
towards such certification, desirable. California State University, Sacramento is an equal oppor- 
tunity affirmative action employer. Applications should be addressed to: Dr. Donald H. Ford, 
Chair, Department of Accounting and Management Information Science, School of Business and 
Public Administration, California State University, Sacramento, 6000 J Street, Sacramento, 
California 95819. 


ACCOUNTING. Tenure-track faculty appointment beginning Fall, 1980. Liberal arts college with 
strong continuing education division. Master’s degree required. CPA and/or doctorate preferred. 
Salary and benefits competitive. Send letter and resumé to: Dr. James J. Heller, Vice President for 
Academic Affairs, MORAVIAN COLLEGE, Bethlehem, PA 18018. An Equal Opportunity 
Employer. 


McGILL UNIVERSITY has openings for faculty positions in both financial and managerial 
accounting. Ph.D. or DBA degree or persons close to securing such a degree will also be considered. 
Salary and rank are commensurate with qualifications. Teaching assignments include under- 
graduate, MBA and Ph.D. course offerings. Visiting appointments are available. Please send vitae 
to Accounting Area Coordinator, Faculty of Management, McGill University, 1001 Sherbrooke 
St. West, Montreal, Quebec H3A 1G5. 


WRIGHT STATE UNIVERSITY will have openings at the Associate and Assistant Professor 
ranks for September 1980, Requirements for Associate position: Doctorate and record of research 
and scholarship. C.P.A. or C.M.A. preferred. Requirements for Assistant Professor: Doctorate or 
dissertation stage. C.P.A. or C.M.A. preferred. Present staff of thirteen, nine-hour loads, summer 
teaching available, and excellent compensation. Write: Dr. Joseph F. Castellano, Chairman, 
ieee of Accountancy, Wright State University, Dayton, Ohio 45435. An Equal Opportunity 
Employer. 


WASHINGTON STATE UNIVERSITY. Two or more permanent positions are expected to be 
available for Fall 1980. Auditing, Systems, and Taxation specialties preferred, other specialities 
considered. Rank and Salary commensurate with qualifications. Apply by October 1, 1979 to 
Glenn L. Johnson, Chairman, Department of Accounting and Business Law, Washington State 
University, Pullman, WA 99164, EO/AAE. 


ACCOUNTING FACULTY. Accounting Department, University of Nevada, Las Vegas has 
openings on its faculty for persons interested in teaching Internal Control & Cost Accounting; 
Accounting Information Systems and EDP; Not-for-Profit Accounting; and General Financial 
Accounting. Rank and salary will depend on qualifications and experience. Minimum qualifica- 
tions include doctorate or near completion. Las Vegas and UNLV are uniquely situated in a rapidly 
growing area providing a youthful, prosperous community, unusual recreation activities, and 
stimulating teaching opportunities at the graduate & undergraduate levels. Send vita to Dr. Duane 
A. Clary, Chairman, Department of Accounting, University of Nevada, Las Vegas, Las Vegas, 
Nevada 89154. Affirmative Action, Equal Opportunity Employer. 


ALBION COLLEGE, an undergraduate liberal arts institution, with an established accounting 
program, invites applications for a tenure track position in Accounting and Finance for Fall 1980. 
Appointments will be considered at any rank. Ph.D. or D.B.A. required. Will consider ABD candi- 
date where evidence indicates probable early completion of dissertation. Salary is competitive and 
determined by experience and achievement. Nine hours of undergraduate teaching at both the 
introductory and advanced levels. A strong commitment to excellence in teaching necessary and 
some background in computers and quantitative methods desirable. Equal Opportunity Employer. 
Please send letter of interest and vita to James F. McCarley, Chairman, Department of Economics 
and Management, Albion College, Albion, Michigan 49224. 
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FACULTY POSITIONS IN ACCOUNTING. Bentley College has faculty pasitions in Accounting 
open for June or September 1980. Earned doctorate preferred but will consider ABD’s and MBA/ 
CPA’s. Appointment rank and salary highly competitive-dependent on education and teaching 
and/or business experience. Opportunity to teach at graduate level (over 200 majors) as well as 
undergraduate (over 2000 majors). Over 500 graduates in June 1979 with majors in accounting. 
Exciting challenge of participating in the growth of professional disciplines which are emphasized 
at a school long known for its leadership in accounting education. Modern, attractive, functional 
campus offering residential, recreational and cultural advantages of suburban Boston area. Submit 
resumé and references to Dr. John H. Burns, Dean of Undergraduate College, Bentley College, 
Beaver & Forest Streets, Waltham, MA 02154. An Equal Opportunity/Afirmative Action Em- 
ployer. 


THE DEPARTMENT OF ACCOUNTING, Oklahoma State University, has two faculty vacan- 
cies at the assistant or associate professor rank. The vacancies are in accounting systems and con- 
temporary financial accounting theory. The appointment will be effective Fall 1980. The candidates 
should have the Ph.D. or D.B.A., and C.M.A. or C.P.A., strong quantitative research tools, an 
interest in research and writing, and be an effective classroom teacher. Oklahoma State University 
is an Equal Employment Opportunity/Affirmative Action Employer. Please send resumé io Wilton 
T. Anderson, Department of Accounting, College of Business Administration, Oklahoma State 
University, Stillwater OK 74074. 


ACCOUNTING FACULTY. Two positions. Both open for either January or August 1980. First 
position requires doctorate or ABD close to completion. Prefer specialization in an area of financial 
accounting, auditing or tax, however, qualified applicants in managerial will also be considered. 
Second position is for temporary instructor. Appointment is for one year with possibility of renewal 
for an additional one or two years. Master’s degree and CPA or CMA plus some practical experi- 
ence. Both B.S. and Masters programs are AACSB accredited. Contact Dean Frank Besnette, 
Northern Arizona University, CU Box 15066, Flagstaff, AZ 86011. (602-522-3657). 


OPENING FOR A FACULTY position in accounting effective September 1, 1980 at Rider College, 
a private 4-year college located between New York and Philadelphia on a new suburban campus. 
The Accounting Department which enjoys a fine reputation is the largest in the College with twelve 
full-time faculty members. Emphasis is on teaching, but research and writing are encouraged. 
Doctoral degree or in dissertation stage preferred although candidates possessing the MBA/CPA 
are eligible. Teaching opportunities available at the graduate and undergraduate levels. Rank and 
salary commensurate with qualifications. Salary is very competitive. Vita should be sent to George 
L. Battista, Associate Dean, School of Business Administration, Rider College, Box 6400, Lawrence- 
ville, New Jersey 08648. An equal opportunity, Affirmative Action M/F Employer. 


THE UNIVERSITY OF NEBRASKA-OMAHA is seeking to fill two full-time positions com- 
mencing the Fall semester of 1980. The positions involve graduate and undergraduate instruction 
in the area of tax or financial accounting. Candidates with an accounting Doctorate and an estab- 
lished record of professional accomplishments will be considered at the associate level while 
candidates near completion of the dissertation will be considered at the assistant level. Professional 
certification is desirable. The salary range is very competitive and dependent upon the candidate’s 
professional qualifications. The University of Nebraska at Omaha is located in a residential neigh- 
borhood of an urban metropolitan area of 600,000 with numerous consulting and professional 
opportunities. The College of Business Administration has approximately 3,000 undergraduate 
majors and 300 MBA students and is AACSB accredited at the undergraduate level. The Depart- 
ment of Professional Accounting has over 800 majors and 13 full-time faculty. UNO is an Equal 
Opportunity/Affirmative Action Employer and encourages applications from women and members 
of minority groups. Interested candidates are invited to submit their resume to Dr. David Buehl- 
mann, Chairperson, Department of Professional Accounting, University of Nebraska-Omaha, 
Omaha, Nebraska 68182. 


CALIFORNIA STATE UNIVERSITY, LONG BEACH anticipates faculty openings in the De- 
partment of Accountancy beginning January, 1980 and August, 1980. The openings are in the fol- 
lowing areas: (1) Financial Accounting; (2) Taxation; (3) Managerial and Cost Accounting; (4) 
Auditing (financial and operational); and (5) Accounting for Not-for-Profit Organizations. Ph.D. 
or DBA required, although will consider ABD actively engaged in working toward a realistic 
completion date, CPA or CMA highly preferable. Desire applicants who are committed to teaching 
and demonstrate ability in research and publication. Salary and rank open, commensurate with 
academic preparation and professional experience. CSULB is the largest of the 19-campus Cali- 
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fornia State University and Colleges System and the largest six-year post-secondary institution in 
the nation. The Department of Accountancy is the largest of five departments in the School of 
Business Administration with approximately 1,700 undergraduate students seeking degrees in 
accounting. The department has 30 full-time faculty positions and offers a baccalaureate in both 
general and professional accounting. The professional degree may be taken in either the Public 
Accounting option or the Business or Not-for Profit option. In addition, the department also offers 
a Master of Science with an option in accounting. Applications should include a curriculum vitae 
and names and addresses of three references. Applications should be addressed to: Dr. Mohamed E. 
Moustafa, Chair, Department of Accountancy, School of Business Administration, California 
State University, Long Beach, 1250 Bellflower Blvd., Long Beach, CA 90840. 


ASSOCIATE DEAN FOR ACADEMIC AFFAIRS, College of Business and Management Uni- 
versity of Maryland, College Park. The Associate Dean for Academic Affairs is primarily re- 
sponsible for administering the internal academic affairs of the College and serves as chairperson 
of the major policy-making body of the College. The College of Business and Management enrolls 
4500 students in undergraduate, masters, and doctoral programs in six major discipline areas. 
Candidates must possess an earned doctorate, have strong professional and publication records, 
and be qualified for a tenured full professorship in the College. Administrative experience de- 
sirable. Salary: Low-mid forties on a 12-month basis. Appointment begins July 1, 1980. Send vita 
to Dr. Marvin A. Jolson, Chair, Associate Dean Search Committee, College of Business and Man- 
agement, University of Maryland, College Park, MD 20742. An Equal Opportunity Employer; 
Women & minorities are encouraged to apply. 


THE UNIVERSITY OF CENTRAL ARKANSAS has a position available in accounting begin- 
ning Fall, 1980. Candidates with Ph.D. or DBA will be given preference but ABD’s and Master’s— 
CPA’s/CMA’s are actively encouraged to apply. Salary and rank will be commensurate with 
qualifications and experience. Application deadline data: February 1, 1980. UCA is an affirmative 
action/equal opportunity employer. Submit resumés and names of three references to Dr. Bill 
Humphrey, Chairman, Department of Accounting, UCA P.O. Box 1742, Conway, Arkansas 72032. 


FACULTY AND VISITOR POSITIONS—Carnegie-Mellon University is searching for Assistant 
Professors to teach accounting in graduate and undergraduate programs. Individuals should have 
the potential for excellence in research, and training in the disciplines of economics, finance, 
mathematics and statistics. Applicants should submit a current vitae and evidence of research such 
as publications, working papers, or dissertation proposal and chapters to: Professor Yuji [jiri, 
Graduate School of Industrial Administration Carnegie-Mellon University, Pittsburgh, PA 15213. 
Carnegie-Mellon University is an equal opportunity/affirmative action employer. A position also 
exists for a visitor with outstanding teaching credentials interested in teaching undergraduate 
financial and/or cost accounting. 


MICHIGAN TECHNOLOGICAL UNIVERSITY, Houghton, Michigan is inviting nominations 
and applications for the position of Dean of the School of Business and Engineering Administra- 
tion. Michigan Technological University is a growing state supported university with an enrollment 
of about 7,500 students. It is a technologically oriented institution with strong programs and above 
average students in engineering, science, business and forestry. The relatively young School of 
Business and Engineering Administration currently has some 600 students, and offers the degrees 
BSBA, MSBA, and B.S. in Engineering Administration. Candidates should have leadership ability, 
administrative experience, recognition for scholarly achievement in a field of business or economics, 
an earned doctorate or equivalent, and the qualities necessary to be an effective external ambassador 
for the Business School. The salary will be competitive. The desired starting date is June, 1980. 
Nominations and resumes should be sent to: Business Dean Search Committee, Office of the Vice 
President of Academic Affairs, Michigan Technological University, Houghton, Michigan 49931. 
Michigan Technological University is an equal opportunity educational institution, equal oppor- 
tunity employer. 


THE DIVISION OF BUSINESS AND ECONOMICS, Indiana University-Purdue University at 
Fort Wayne invites applications for anticipated openings in Accounting; specifically, Financial, 
Managerial, Cost, & Auditing: primarily undergraduate, introductory through advanced; limited 
graduate-level assignments. LECTURER THROUGH FULL PROFESSOR. M.S./Ph.D. and/or 
equivalent experience; MBA/MS-CPA are encouraged to apply. Candidates in dissertation stage- 
ABD-will be considered. Teaching load: twelve hours with twenty-five percent reduction for re- 
search to holders of professorial rank; student advising (departmental); University committee 
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assignments; community contact. Rank and compensation commensurate with academic prepara- 
tion and experience. The Indiana University-Purdue University at Fort Wayne campus is located 
in northeastern Indiana and is comprised of 315 full-time faculty. The University serves a basically 
undergraduate student body of 9,100. The Division of Business and Economics (AACSB accredited) 
presently is the largest academic unit on campus enrolling 1,400 students in both undergraduate 
and graduate programs leading to either the B.S. or M.S. in Business Administration. Send resume 
and the names of at least three references to: Dr. Philip H. Vorherr, Coordinator for Accounting & 
Finance, Division of Business and Economics, Indiana University-Purdue University at Fort 
Wayne, 2101 Coliseum Boulevard East, Fort Wayne, Indiana 46805. An Affirmative Action/Equal 
Opportunity Employer. 


FACULTY POSITION, Assistant or Associate Professor of Accounting and Information Systems, 
September, 1980. Preference to Ph.D. or D.B.A., CPA, CMA, CIA or CDP desirable. Send compre- 
hensive resumé to L. Lee Schmidt, Chairman, Search Committee, College of Business, Colorado 
State University, Fort Collins, CO 80523 by 2-15-80. An Equal Opportunity, Affirmative Action 
Employer. 


TEACHING COMPETENCE is the principal prerequisite for faculty members at Millikin Uni- 
versity, Decatur, Illinois. Opportunities exist for tenure track faculty in the departments of Account- 
ing, Finance, and Business Data Processing. Tenure and promotion are based mainly on excellence 
in teaching with additional consideration given to consulting, research, and university/community 
service. Salaries are genuinely competitive. These departments are in the School of Business and 
Industrial Management, which has about one-third of the university enrollment of 1400. Millikin 
has achieved a stable enrollment and has operated “in the black” for the past 8 years. Decatur is a 
city of about 100,000 with agri-business and manufacturing activities. Contact: David Marshall, 
School of Business and Industrial Management, Millikin University, 1184 W. Main Street, Decatur, 
Illinois 62522. An equal opportunity, affirmative action employer. 


FACULTY POSITIONS IN ACCOUNTING. The Department of Accounting at California State 
University, Fullerton is seeking full-time faculty members and will consider positions at all profes- 
sorial ranks. Candidates should possess their doctorate or be nearing completion of their doctoral 
studies. Salary commensurate with qualifications. Southern California location: warm weather, 
mountains, and Pacific Ocean. Both graduate and undergraduate teaching responsibilities. Depart- 
ment presently has 15 full-time faculty members and over 1,300 accounting majors. CSUF is the 
only school in the Cal-State system located in Orange County and all major CPA firms have offices 
in the county. California State University, Fullerton, as a Title IX, Affirmative Action, Equal 
Opportunity Employer, is committed to an Affirmative Action Policy which involves positive and 
nondiscriminatory action in the hiring of ethnic minorities and women. Send resumé to Dr. R. L. C. 
Miller, Professor and Acting Chairman, Department of Accounting, School of Business Adminis- 
tration and Economics, California State University, Fullerton, Fullerton, California 92634. The 
deadline for applications is February 10, 1980 for Fall, 1980 positions. 


FACULTY POSITION, Graduate School of Business Administration, Harvard University, is 
currently searching for one or more assistant Professors to fill positions to teach graduate financial 
and managerial accounting. The positions entail substantial case-method teaching at graduate and 
executive program levels and strong potential and interest in field-based case-course development 
and research on issues of significance to academics, management, and the accounting profession. 
Salaries are in the range of $25,000 to $27,000 for the academic year. The Schoc! encourages summer 
case-course and management-oriented research through its Division of Research and Course 
Development. Applicants should submit current vitae; full transcripts of undergraduate and 
graduate work; GMAT and/or GRE test scores; a list of honors and awards received; copies of 
publications, current working papers, and cases written; description of courses taught, particularly 
those in which case-method teaching has been done; a statement of why he or she is specifically well 
qualified for the position; and a list of references. Send full package of requested materials to: 
Professor William Bruns, Harvard University Graduate School of Business Administration, 
Soldiers Field, Boston, MA 02163. Harvard University is an affirmative action equal opportunity 
employer. 


FACULTY POSITION—Duke University is seeking highly qualified faculty. members in account- 
ing. The qualifications required for these positions are a demonstrated interest in and capacity to 
do publishable research and a high level of competence in classes for MBAs and Ph.Ds. A Ph.D. 
degree is required. Rank and salary depend upon qualifications. Send resumé and list of references 
to Prof. David A. Dittman, Graduate School of Business Administration, Duke University, 
Durham, NC 27706. Duke University is an Affirmative Action/Equal Opportunity Employer. 
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CALIFORNIA STATE UNIVERSITY, Los Angeles, Anticipates several openings for Accounting 
faculty beginning summer or fall 1980. Candidates with a relevant masters and partial completion 
of doctorate will be considered for tenure tract appointment with rank and step depending on 
qualifications. Candidates with masters degree only will be considered for a one-year appointment 
with salary depending on qualifications. In all cases preference will be given to those with CPA, 
teaching and professional experience. Cal State L. A. is an Equal Opportunity/Affirmative Action/ 
title IX Employer. Send resumé and three references to Michael Diamond, Chair, Department of 
Accounting, Cal State L. A., Los Angeles, CA 90032. 


TEACH OVERSEAS. University of Maryland University College seeks excellent classroom 
teachers for undergraduate courses in its overseas divisions (Europe and the Far East): MBA in 
accounting (minimum qualification) and recent classroom experience required. Faculty with 
families please note: positions require frequent travel, often across national borders; neither 
housing nor schooling provided and both are expensive. One-year contract, renewable if mutually 
agreeable. Ideal for sabbatical or leave. U. S. citizens only. Write sending resumé to: Dr. Julian S. 
Jones, University of Maryland, University College, College Park, Maryland, 20742. AA/EOE. 


INSEAD, FRANCE. Applications are invited for positions in Accounting and Management Con- 
trol at this European business school. Research interests in International issues desired, as well as 
teaching capability in core accounting subjects. For further details write to Professor M. W. E. 
Glautier, Institut Européen d’Administration des Affaires, Boulevard de Constance, 77305- 
Fontainebleau, France. 


UNIVERSITY OF BALTIMORE—School of Business, Faculty Positions. The University of 
Baltimore is seeking several faculty members in all ranks to teach both graduate and undergraduate 
Accounting courses starting September 1980. Applicants should have a Ph.D., D.B.A., or be in the 
dissertation stage. Salary and rank will depend on applicant’s qualifications. Salary range is $22,000 
to $30,000. Send resumé to Dr. Arthur T. Roberts, Chairman, Department of Accounting, School 
of Business, University of Baltimore, Charles at Mt. Royal, Baltimore, Maryland 21201 or call 
301-727-6350, Ext. 305. We are an Affirmative Action, Equal Opportunity Employer. 


ACCOUNTING. Positions available August, 1980. Ph.D. or D.B.A. required. Will consider ABD 
with firm completion date. CPA desirable. Salary and rank competitive based on past exerpience 
and other qualifications. Full range of undergraduate and graduate courses. Excellent living condi- 
tions in progressive metropolitan area. Desire candidates in Financial, Tax, and Non-Profit. Send 
resumé by January 15, 1980, to Dr. Frederick D. Whitehurst, Chairman, Department of Account- 
ing, Old Dominion University, Norfolk, VA 23508. An Affirmative Action/Equal Opportunity 
Employer. 


CHAIRMAN, Department of Accounting. Academic department of 19 full-time faculty in a grow- 
ing School of Business of a dynamic state university. Ph.D. or DBA degree required, CPA highly 
desirable. The Department offers both undergraduate and graduate programs. An excellent oppor- 
tunity to build an outstanding faculty and program. An equal opportunity/affirmative action 
employer. Send resumés to Dr. J. Curtis Hall, Dean, School of Business, Virginia Commonwealth 
University, Richmond, Virginia 23284. 


APPLICATIONS FOR POSITIONS in accounting, at all professorial ranks, are invited from 
qualified persons having teaching and research interests in the areas of auditing, financial, health 
care, information systems, managerial and public policy. A Ph.D. is required. Demonstrated ability 
or potential for effective teaching and quality research are important considerations. Also, a vacancy 
for a full professor with primary interest in financial accounting will open 1980/81, and the Account- 
ing Department of The Wharton School in the meantime will be actively engaged in recruiting 
someone to fill this position. The University of Pennsylvania is an equal opportunity/affirmative 
action employer. Interested persons should send their resumé including educational background, 
professional experience, publications, personal data and, if applicable, a dissertation proposal and 
abstract to: Professor Claude Colantoni, Accounting Department, W-280 Dietrich Hall/CC, 
University of Pennsylvania, Philadelphia, Pennsylvania 19104. 
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RUTGERS UNIVERSITY, CAMDEN, N.J., has several openings in accaunting and corporate 
finance, beginning Fall 1980. Accounting positions involve teaching in the areas of financial 
accounting and managerial-cost accounting. Candidates with an accounting doctorate and a 
reputable academic publication record will be considered at the associate professor level while 
candidates near completion of dissertation or MBA-CPA credentials will be considered at the in- 
structor-assistant professor level depending on other qualifications. Candidates for corporate 
finance will be considered under comparable basis. Opportunities to teach at the graduate (MBA) 
and undergraduate levels are available in an expanding department of 800 students, 20 faculty, 
offering majors in accounting, business and economics. Campus is about 5,000 students, close to 
Philadelphia. AAUP contract, salary scale A rated; teaching load for two semesters is five courses. 
Rutgers is an equal opportunity employer. Send resumé to Dr. Izzetin Kenis, Chairman, Business & 
Economics Department, Rutgers University, Camden, N.J., 08102. 


ACCOUNTING FACULTY. State University College at Plattsburgh, New York has one or 
possibly two tenure-track positions beginning in the Fall 1980. College located on Lake Champlain, 
one hours’ drive from Montreal and Lake Placid. Completion or near completion of doctorate 
with a major in Accounting is preferred. MBA/CPA given consideration. Rank and salary depends 
on qualifications, Nine hour teaching load per semester. Excellent fringe benefit package. Account- 
ing program registered with NYS Board of Education. MS in Accounting underway. Please send 
a complete resumé to Dr. Michael Stoller, Chairman, Recruitment Committee, Department of 
Business & Economics, State University of New York, College at Plattsburgh, New York 12901. 
Deadline January 15, 1980 or until positions are filled. Affirmative Action/Equal Opportunity 
Employer. 


MIS FACULTY POSITIONS, The University of Texas at Dallas. Tenure track faculty positions 
involving graduate and undergraduate teaching and dissertation supervision are available in Data 
Base Management, Distributive Network, and Information Theory. Qualifications: Ph.D. from a 
research oriented institution with evidence of scholarly research and teaching ebility. Candidates 
with prior experience must have a significant record of research and publication in major referred 
journals. Rank and Salary: Open. Starting Date: September 1, 1980. Indication of sex and ethnicity 
for affirmative action statistical purposes is requested but not required. Applicants should send a 
complete curriculum vita including background, experience, research and publications, references 
by December 31, 1979 to Search #409, The University of Texas at Dallas, P. O. Bos 688, Richardson, 
TX 75080. The University of Texas at Dallas is an Affirmative Action/Equal Gpportunity employer. 


ACCOUNTING FACULTY POSITIONS, The University of Texas at Dallas. Tenure track 
faculty positions involving graduate and undergraduate teaching and dissertation supervision are 
available in Financial and Managerial Accounting. Qualifications: Ph.D. from a research oriented 
institution with evidence of scholarly research and teaching ability. Candidates with prior experi- 
ence must have a significant record of research and publication in major referred journals. Rank 
and Salary: Open. Starting Date: September 1, 1980. Indication of sex and ethnicity for affirmative 
action statistical purposes is requested but not required. Applicants should send a complete cur- 
riculum vita including background, experience research and publications, references by December 
31, 1979 to: Search #404, The University of Texas at Dallas, P. O. Box 688, Richardson, TX 75080. 
The University of Texas at Dallas is an Affirmative Action/Equal Opportunity employer. 


CALIFORNIA STATE UNIVERSITY, NORTHRIDGE (situated in the Northwest corner of the 
City of Los Angeles), anticipates full-time faculty openings at the ranks of Professor, Associate 
Professor, and/or Assistant Professor in the Department of Accounting fot the academic year 
1980-81 (pending budget approval). The Department offers degree options in both Accounting 
Theory and Practice, and Information Systems. Degree requirements vary to suit academic rank-— 
minimum, Master’s Degree; doctorate in Accounting required for tenure and promotion. CPA or 
CMA certificate desired. Specialty areas preferred: Accounting Information Systems, Management 
Accounting, Financial Accounting (with Auditing emphasis), and Accounting Theory. Salary level 
$16,368-$31,416) commensurate with qualifications and experience. Responsibilities include a 
12-unit teaching load (four class sections) and normal non-teaching duties. We are an equal oppor- 
tunity/aflirmative action, Title IX, Section 504 employer. Address inquiries to: Donald L. Raun, 
Chairman, Department of Accounting, School of Business Administration and Economics, Cali- 
fornia State University, Northridge, Northridge, CA 91330. Application ceadline: January 15, 
1980, or until positions are filled. 
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#185 MIAMI UNIVERSITY (Oxford, Ohio) seeks to add faculty at the rank of assistant professor for 
September, 1980 or January, 1981. Candidates should be nearing dissertation completion. Competi- 
tive salary. Small classes. 800 junior and senior undergraduate majors, with 35 majors in the MBA 
program. Quality teaching and contributions to the profession and/or to research emphasized. 
Strong professional orientation. Contact Charles G. Carpenter, Chairman, Department of Ac- 
countancy, School of Business Administration, Miami University, Oxford, Ohio 45056. 


#186 ACCOUNTING. Louisiana State University, Department of Accounting, anticipates faculty 
openings for the Fall of 1980. While these openings are primarily at the assistant professor rank, 
applications at other ranks will also be considered. Candidates should have a doctorate or be near 
completion of their doctoral program. Faculty are expected to teach 9 hours per semester and be 
actively involved in research and professional service. The University is an Equal Opportunity 
Affirmative Action Employer. Please send resumés and references to: Vincent C. Brenner, Chair- 
man, Department of Accounting, College of Business Administration, Louisiana State University, 
Baton Rouge, LA 70803. 


#187 ACCOUNTING FACULTY. Accounting Department, University of Nevada, Las Vegas, has 
openings in its faculty for persons interested in teaching internal control and cost accounting; 
accounting information systems and EDP; not-for-profit accounting; and general financial 
accounting. Rank and salaries will depend on qualifications and experience. Minimum qualifica- 
tions include doctorate or near completion. Las Vegas and UNLV are uniquely situated in a rapidly 
growing area providing a youthful, prosperous community, unusual recreational activities, and 
stimulating teaching opportunities at the graduate and undergraduate levels. Send vita to Dr. 
Duane A. Clary, Chairman, Department of Accounting, University of Nevada, Las Vegas, Las 
Vegas, Nevada 89154. Affirmative action, equal opportunity employer. 


#188 CHAIRPERSON, Wichita State University Accounting Department, 15 full time faculty, 500 
undergraduate majors, 80 graduate majors, in a growing School of Business committed to the 
creation of a School of Accountancy; BBA and Masters program fully accredited by AACSB. 
Terminal degree required, professional certification desirable. An equal opportunity and affirmative 
action employer; applications from minorities and women are encouraged. Send resumé and 
references to Box 87, Wichita State University, Wichita, Kansas 67208, no later than February 28, 
1980. 


#189 THE UNIVERSITY OF SOUTH CAROLINA located in Columbia, S.C. invites applications for 
appointments in accounting on the assistant, associate and full professor level. Applicants should 
possess a doctoral degree in accounting. A CPA or CMA is desirable. Accounting programs are 
offered at the undergraduate, masters and Ph.D. levels. Vita should be sent to Dr. Howard P. 
Sanders, College of Business Administration, University of South Carolina, Columbia, South 
Carolina 29208. The University of South Carolina is an affirmative action/equal opportunity 
employer. All mterested persons are encouraged to apply. 


#190 ASSISTANT PROFESSOR, ACCOUNTING. Full-time position in Virginia. A State supported, 
coed, liberal arts college, 50 miles south of D.C. Doctorate, teaching and/or business experience in 
Financial and/or Managerial Accounting required. Background in Economics, Management or 
Marketing also desired. For additional information and application contact by March 1, 1980: 
Dr. Steven Czarsty, Chairman, Dept. of Eco., Bus. & Public Affairs, Mary Washington College, 
Fredericksburg, Virginia 22401. An Equal Opportunity Employer. 


#191 THE PENNSYLVANIA STATE UNIVERSITY, the Capitol Campus, an upper-division and 
graduate center, located 10 miles from Harrisburg, PA, has two permanent appointments available 
on the assistant professor level for September 1980. Applicants should possess a doctoral degree 
in accounting although candidates at an advanced dissertation stage will be considered for appoint- 
ment at the instructor level. PSU stresses a judicious blend of effective classroom teaching, research 
and publication, and university and community service. The teaching assignment will be mostly at 
the undergraduate level in financial and intermediate accounting or in auditing. Candidates should 
send vitae and letters of application to Dr. Theodore L. Gross, Provost, Box X, The Pennsylvania 
State University, The Capitol Campus, Middletown, PA 17057. The Pennsylvania State University 
is an equal opportunity/affirmative action employer. 
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THE UNIVERSITY OF NEW HAVEN (a private urban university, offering graduate and under- 
graduate programs) has a faculty opening in the Division of Accountancy for September, 1980. 
Earlier starting date may be possible. Ph.D., or DBA preferred, but MBA, CAP with plans to 
continue graduate studies will be considered. Applicants should have a primary interest in financial 
accounting, although a combination of managerial and financial will also be considered. Academic 
rank and salary will be commensurate with educational background and experience. Closing date 
for applications is March 15, 1980. Send resumés to: Dr. Anne Rich, Director, Division of Ac- 
countancy, University of New Haven, 300 Orange Avenue, West Haven, Connecticut 06516. 
Affirmative Action/Equal Opportunity Employer. 


BOSTON UNIVERSITY, AACSB-accredited, Department of Accounting, seeks full-time faculty 
members at all ranks. Candidates should possess doctorate, or be very near completion of doctoral 
program requirements. Distinctive features of this excellent opportunity for professional growth 
include B.S., M.B.A. and Executive Education programs; departmental research grants, IBM 
System 370/158; Compustat tapes; and liberal travel support. Candidates should be strongly com- 
mitted to teaching, research and institutional service. Contact Dr. Philip E. Meyer, Chairman, 
Department of Accounting, Boston University, 212 Bay State Road, Boston, MA 02215. Boston 
University is an Equal Opportunity/Affirmative Action Employer. 


ACCOUNTING FACULTY, Quinnipiac College in Mt. Carmel, Connecticut has one or two 
tenure track positions in the undergraduate and graduate programs. Vacancies are at Assistant, 
Associate or Full Professorship levels, beginning in the spring or fall of 1980. The college is a resi- 
dential campus, located eight miles from metropolitan New Haven, in a beautiful wooded valley 
at the foot of sleeping giant mountain. Candidates with Ph.D. or D.B.A. degree are preferred. 
Please send resumé to Bernard B. Volain, Chairman, Department of Accounting, Quinnipiac 
College, Mt. Carmel, Conn. 06518. 


ACCOUNTING/BUSINESS ADMINISTRATION: tenure track position, assistant professor, 
September 1980. Will have primary responsibility for undergraduate offering in accounting, busi- 
ness law desired as second area of competence. Load includes 3 courses (usually two preparation) 
fall and spring, one in January. Salaries and benefits are competitive—see AAUP rankings. Mini- 
mum requirements are masters degree and teaching experience: preference for advance study 
(C.P.A., A.B.D. or J.D.). Even more important are teach effectiveness and a concern for students. 
Berea College offers quality programs to selected students with financial need, has developed a 
unique approach to its educational and service goals. Send vita, transcripts and recommendations 
to Dr. Robert Menefee, Box 2300 CPO, Berea, KY 40404. 


CHAIRPERSON, Business Administration Program, University of Wisconsin-Green Bay. The 
chairperson is responsible for all business administration academic and business outreach programs. 
Academic programs are offered in Accounting, Finance, Human Services Administration, Man- 
agement, Marketing and Personnel. Persons with a terminal degree in Business Administration are 
preferred. Others with closely related degrees may be considered. The appointment will be made at 
the tenured rank of associate or full professor. Salary will be commensurate with the qualifications 
and experience of the candidate, and including summer support will range from the mid to upper 
thirties. Starting date: June 1, 1980 or earlier, if convenient. Send a personal resumé, references 
and a transcript to Prof. John E. Powers, Chairperson, Managerial Systems, Search and Screen 
Committee-—-LL710, University of Wisconsin-Green Bay, Green Bay, WI 54302., Closing date: 
February 1, 1980. UWGB is an Equal Opportunity-Affirmative Action Employer. 


THE UNIVERSITY OF NORTH FLORIDA has a September 1980 opening for an Assistant or 
Associate Professor of Accounting. Field of interest should include regulatory accounting with a 
transportation or utility interest. A CPA or CMA in addition to the appropriate doctoral degree is 
desirable. The University is located in a northeast metropolitan area of Florida. BBA, MAcc and 
MBA programs are offered and teaching is available at the graduate and undergraduate level. 
Research and publishing is encouraged. The University of North Florida is an Equal Oppertunity, 
Affirmative Action employer and a member of the Florida State University System. Send resumé 
to Dr. Gary R. Fane, Chairperson, Accounting Department, University of North Florida, P. O. 
Box 17074, Jacksonville, FL 32216. 
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en it comes to taxes . 
there’s a bit of 
Scrooge in us all 


Squeeze, recession, or depression. No matter what you call it, 
we all felt the pinch this year. So when it comes to taxes, being 
miserly has a certain appeal. 








Which presents tax authors with an interesting problem. How 

to get students interested in learning tax laws? How to 

convince them that understanding our tax laws is to 

their benefit. And that careful planning can save 
them money. Legally. 


. P The authors of three Prentice-Hall tax = 
books have a way. | 
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An Introduction to Federal Taxation, by Victor H. Tidwell, Arizona State Cniversity 
and William L. Raby, Touche Ross and Company, approaches taxes in a practical 
and unusual way. Planning, not rule memorization is the focus. 


A reversal of the usual sequence? Absolutely. Tax planning is a relevant skill needed 
throughout our lives. And this book teaches planning for all stages of taxpayers — 
individuals, corporations, trusts, estates, and partnerships. 


How? By using a hypothetical person students can identify with. They follow this 
taxpayer as he lives, works, pays taxes, and makes decisions which effect his tax 
result. He moves from a very simple tax situation to a very complex one, involving 
complicated business transactions, estate and gift taxes. 


h Tadi 


For introductory taxation courses. 


The Federal Income Tax: Its Sources and Applications, 1980, by Clarance F. 

: McCarthy, Northwestern University and Retired Partner, Arthur Anderson and 

' Company; D. Larry Crumbley, Texas A. & M. University; and P. Michael Davis, 
University of Kentucky, contains all the tax regulations students need to know. This 
year’s revision provides the latest material for use in students’ personal, business, 
and professional lives. 


* It covers the most frequently used provisions of the income tax law — the wealth of 
j available material sources, the importance of tax planning in finan- 
L Gs cial matters, and tax returns for small business proprietors. 


\ You can count on it to contain materia! on corporate tax formula, 
alternative minimum tax, unknown estate tax basis, alternative energy 
f property, alimony, child support, stock redemption, and more. 





2 Prentice-Hall Federal Tax Course, 1980, Students Edition, by the 
Prentice-Hall Staff keeps pace with the constant changes made in our 
federal tax structure. 


Well-known for its comprehensive and in-depth coverage, this text has been 
~ redesigned for today’s student. Still the authority, the text is now presented in a 
- = very readable format and includes several pedagogical revisions. 


5 This edition contains more than 650 problems, including — tax reasoning prob- 


f 





lems, based on cases and rulings; master review problems, require students to fill 
out model schedules based on actual return schedules; star problems, develop skill 
oi preparing tax returns; discussion problems, illustrate how social concepts and 
) } economic needs offset tax law. 
| 
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these books, please write: Robert Jordan, Dept. J-169, 


For more information, or to order examination copies of any of ] | 
Prentice-Hall, Inc., Englewood Cliffs, N.J. 07632 N 
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ISAAC N. REYNOLDS 


University of North Carolina, 
Chapel Hill 


ALBERT SLAVIN 


Northeastern University 


ALLEN B. SANDERS 


Elon College 


Elementary 
Accounting 


A complete introduction to 
the principles of account- 
ing, with simple, easy-to- 
understand language, a 
balanced integration of 
theory and procedural 
applications, and a very 
comprehensive teaching 
package. 


1978, 988 pages 
ISBN 0-03-018021-X 


SIDNEY DAVIDSON 


The University of Chicago 


JAMES S. SCHINDLER 


State University of New York at 
Buffalo 


CLYDE F STICKNEY 


Dartmouth College 


ROMAN L. WEIL. 


The University of Chicago 


Managerial 
Accounting 


An Introduction to 
Concepts, Methods 
and Uses 


Emphasizing user- 
oriented topics and a 
careful balance between 
accounting concepts and 
procedures, this text aims 
at establishing cohesive 
links between financial 
and managerial 
accounting. 


1978, 544 pages 
ISBN 0-03-017416-3 


Me 
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SIDNEY DAVIDSON 


The University of Chicago 


CLYDE P STICKNEY 


Dartmouth College 


ROMAN L. WEIL 


The University of Chicago 
e a 
inancial 
Accounting 


An Introduction to 
Concepts, Methods, 
and Uses, Second 
Edition 


This very successful intro- 
duction not only teaches 
accounting procedures 
but gives students the 
understanding of the 
accounting process they 
need to interpret, analyze, 
and evaluate the resulting 
set of financial statements. 


1979, 696 pages 
ISBN 0-03-045296-1 
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Harper & Row proudly announces... 


Introduction to 
Financial 
Accounting 


KIRKLAND A. WILCOX & JOSEPH G. SAN MIGUEL 








The brand-new text that covers all you need for an introductory financial accounting 
course. 


How the Financial Reporting Process Works— 


The text's in-depth presentation includes 
basic coverage of the financial reporting 
process and the financial statements, as 
well as price-level adjustments, current 


Practical Problems and Exercises— 

This new text contains over 300 exer- 
cises, questions, and problems; eight dis- 
cussion cases; and two special con- 


replacement cost procedures, asset vėlu- 
ation, accounting for natural. resources, 
leases, pensions, inflation, the auditor's - 
report, and much more. 


tinuing problems that take students 
through the complete accounting 
process. 


A Comprehensive Package of Supplementary Materials— 


For use with the text: a Study Guide, 
Instructor's Manual, Test Bank,‘ Practice 


Set, Transparencies, and Working Papers. 


January 1980, ISBN 0-06-045707-4. 736 pages (tent.). 
ALL BACKED BY 162 YEARS OF PUBLISHING EXCELLENCE! 


To request examination copies, write to Suite 5D (739), Harper & Row 10 
East 53d St., New York, N.Y 10022. Please include course title, enrollment, 


and present text. 


rd ‘Harper € Row 


New York « San Francisco 


ALBERT SLAVIN 


Northeastern University 


ISAAC N. REYNOLDS 


University of North Carolina, 
Chapel Hill 


ALLEN B. SANDERS 


Elon College 


Financial 


Accounting ce fh D y seg a division of Holt, ect “isin 
A Basic Approach eee | 


Emphasizing the corpo- 
rate approach, this intro- THE ALWAYS UP-TO-DATE 
duction provides com- INTERMEDIATE ACCOUNTING TEXT 


plete yet flexible cover- 
age; whole sections and 
appendices may be omit- 


ted without loss of con- 
tinuity. It features: 


e a unique chapter on SIDNEY CLYDE P ROMAN L. 
Sore ae DAVIDSON STICKNEY WEIL 


authoritative bodies natant ao ie 
The University Dartmouth The University 
e unusually clear discus- of Chicago College of Chicago 


sions of long-term lia- 


bilities and amortization Intermediat e Accounting 


® a unique chapter n 
Joed solely to simple | Concepts, Methods, and Uses-——1980 Edition 
š a Use of computer technology will enable the Dryden 
and demonstration prob- | Press to bring out a revised and the updated version 
lems (with worked-out of this intermediate text each year. We will thus include 
solutions) for each the most recent pronouncements of the AICPA, FASB, 
. chapter | and SEC, keeping students and instructors as current 
e Instructor's Manual, Two | as possible. Like the authors’ other-texts, this 
iter aesnay a o mainstream offering builds upon a winning combina- 
E ct tion of numerous examples and problems and a solid, 


tice Set, Transparencies. i 
P professional approach to the subject mattar. 


February 1980, 756 pages | 
ISBN 0-03-048906-7 June 1980/1981 Edition, 900 pages, ISBN 0-03-040651-X 


SORT TN ie 





Harold E. Arnett This monograph deals with the major chal- 


CPA neous lenges and needs CPA firms face in achiev- 
A Study of Major ing the dual aspects of professional and 
FIRM ean ta pes business viability. Data was collected from 
ecung Firms Of various fifty firms representing a broad spectrum of 
VIABILITY Sizes and Characteristics oe aes and ees in ‘oe United 
States. In-depth interviews with the top man- 
agement of each firm and valuable opera- 
tional data form the basis for the analyses 
and conclusions. Over one hundred figures 
and tables are used to summarize the find- 
ings. Paperbound, $6.50. 


Division of Research/Dept. AR 

Graduate School of Business Administration 
The University of Michigan 

Ann Arbor, Michigan 48109 


Name 
Address 
City State Zip . 


(Prepaid orders are sent postpaid. Foreign orders 
must be prepaid.) 


O Bilme. C Bill my firm. (© Send catalog. 








Accounting information 
ƏYSİEMS by George H. Bodnar 


The George Washington University 








A comprehensive new text explores accounting in a computer environment. 
Bodnar offers a rich blend of internal control and computer topics. Up-to-date 
coverage includes online and real time systems, data base, FCPA, distributed 
processing, and mini-computers. You'll find internal control stressed early and 
throughout the computer sections, and over 370 exercises and problems, includ- 
ing CIA, CPA, and CMA examination materiais. And it’s: flexible! Chapters on 
computer basics can be used or ommitted. A complete solutions manual is 

also available. 
February, 1980 6%x9% est. 500 pp. 


Allyn and Bacon, Inc. 


Boston ® London ® Sydney ° Toronto 





INTERMEDIATE 
ACCOUNTING, 3rd Ed. 


Donald E. Kieso, Northern Illinois University, & 
Jerry J. Weygandt, The University of 
Wisconsin-Madison 


The intermediate accounting text that 

works—now works even better! 

This new Third Edition gives you: 

¢ coverage of all the most recent (through 
October 1979) relevant literature and 
aa of the FASB, AICPA, and 

* expanded and revised problem material to 
support every major point in every chapter 

and an improved, total Instructional 

Package. 


All-new separate Instructor’s Manual (by 
Raymond J. Clay, Jr, Texas Tech University)— 
Contains lecture outlines and notes for all 
chapters, enrichment materials and informa- 
tive examples from general accounting litera- 
ture (especially FASB pronouncements), and 
annotated lists of journal articles. 


Ain expanded Solutions Manual—With 
greater detail than ever, including a descrip- 
tion and the purpose of each case and each 
problem, suggested answers to all questions 
and cases, and error-free solutions to all exer- 
cises and problems in the text. Suitable for 
easy making of transparency masters. 


Student Study Guide (by Raymond J. Clay, 
Jr.)—With an outline and summary of important 
topics, plus self-test objective questions and 


short exercises, with answers keyed to the text. 
And expanded Present Value Tables. 


New and improved selection of transparen- 
cies—Keyed to the most important problems in 
each chapter. 

Working Papers—Partially filled-in, ruled 
working papers needed for solving all prob- 
lems in the text 


Checklist of key figures—Figures for all prob- 
lems in the text for verifying solutions. 





ER A am 


Quality... in the Text 


Practice Set (with Solutions Manual)—Rock- 
ford Corporation practice set designed to 
accompany Chapter 3 and be used as a pre- 
paratory review of elementary financial 
accounting. Includes journal tramsactions, 
adjusting an entry, and more. 


Test Bamk—In a bold, clear typeface for easy 
reproduction featuring chapter-by-chapter 
objective tests plus comprehensive examina- 
tions covering 4-6 chapters each 


Now available! p 
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SEC ACCOUNTING 

John W. Buckley, UCLA, Marlene H. Buckley, 
Loyola Marymount Univ. & Tom M. Plank, 
California Polytechnic Univ. 

For professionally preparing the student to 
deal with the accounting standards, principles, 
and procedures of the SEC system of regula- 
tion, this new text is unmatched. The authors 


. offer complete coverage of SEC accounting 


stemdards as contained in Regulations S-X and 
S-k, and the Accounting Series Releases. With 
numerous examples, exhibits, and cases 
emphasizing “real world” experience. 


To be published March, 1980 








FINANCIAL 
ACCOUNTING 


Ronald M. Copeland, University of South 
Carolina, Paul E. Dascher, Drexel University, & 
Dale L. Davison, Arizona State University 


A complete, balanced introduction to finan- 
cial accounting practices, procedures, and 
theories 


Copeland/Dascher/Davison offers: 

e Intelligent blend of the conceptual and the 
procedural 

e Plentiful examples and illustrations 

e Sixteen “Supplementary Discussions” for 
optional assignment 

e Action-Oriented Learning Objectives for 
each chapter 

_ ¢ Abundant, class-tested assignment materials 

(with many problems adapted from CPA and 

CMA examinations) 


Plus—a fully “articulated” ancillary package 


Instructor's Manual—Most instructor's manu- 
als are nothing more than a solutions manual 
for problems in the text. Not this one. Besides 
the detailed solutions to all questions, exer- 
cises, and problems in the text that you expect, 
this manual also contains: a complete course 
syllabus with problem assignments, a com- 
plete set of chapter-by-chapter teaching 
notes that describe anticipated teaching prob- 
lems, along with numerous tips, suggestions, 
and classroom demonstrations, examples, ond 
assorted exercises; solution to the Practice 
Set; cnd—for each chapter—qa unique classifi- 
cation matrix table that relates the question, 
exercises, and problems to the key points cov- 
ered in the text. Finally, a special highlight is 
the complete lecture outline on International 
Accounting for those wishing to add an intro- 
duction to that increasingly important field. 


Student Study Guide—Prepared by Fred A. 
Jacobs of The Univ. of Tennessee. Provides an 
outline and a complete summary of important 
topics, plus more self-test objective questions, 
short exercises, and problems than similar 
study guides. Answers are keyed back to the 
text page. This guide is completely integrated 
and articulated with the text, e.g., key words in 
the text also appear as key words in the study 


guide. 


and in the Package 


Working Papers—lhese preprinted forms are 
matched with problem materials from the ends 
of chapters. They provide a guide relative to 
solutions and present a realistic setting for 
problem solutions. 

Practice Set—Prepared by Stanley H. Kratch- 
man of Texas A & M Univ. Designed to follow 
the accounting cycle through the entire text 
presentation, this practice set provides expo- 
sure to a comprehensive, realistic business sit- 
uation, resulting in a real world approach to 
the accounting cycle. It also includes partially 
complete check work throughout, enabling stu- 
dents to reach logical check points and to 
determine the correctness of the solution to that 
point—unlike other practice sets which lead 
students through the entire problems in a right 
or wrong mode. 

Test Package—The achievement tests—two 
parallel sets, consisting of four tests covering 
four text chapters each—are coordinated with 
the text, designed to directly correspond to 
end-of-chapter assignment materials. Thus, 
while presenting new data, they do not present 
unfamiliar situations and are therefore a valid 
basis for examinations. 
Transparencies—Overhead transparencies 
for all problem solutions in the text. 
Checklist—This checklist of key figures for 
problems in the text aids students in verifying 
their problem solutions and in discovering 
their own errors. 


Now available! _ 





To request complimentary copies, write to 
Howard Smith, Dept. 0-7458. Please include 
course name, enrollment, and title of present 


JOHN WILEY & SONS, Inc. 
605 Third Avenue 


New York, N.Y. 10016 
In Canada: 22 Worcester Road, Rexdale, Ontario 
Prices subject to change without notice. 





0-7458 


AMERICAN ACCOUNTING ASSOCIATION 
Announcement of 


Fellowship Program in recounting — 
For Academic Year 1980-81 


PURPOSE 
The purpose of the Fellowship Program is to increase the supply of 
qualified teachers of accounting in the United States and Canada. Fellowships 
will be awarded to assist individuals in furthering their preparation, through 
doctoral studies, for teaching in colleges and universities. 


ELIGIBILITY 

1. Expressed interest in and outstanding promise for a career in teaching 
accounting. 

2.A minimum of one year graduate study in accounting, business 
administration, or other relevant areas. 

3. Acceptance in a doctoral program at a school accredited by the AACSB at 
the master’s level. 

4. Submission of a complete set of application forms. 


APPLICATION 
1. The application must be complete in all respects; i.e., the required number 
of forms requested, recommendation letters, detailed budget, and graduate 
admissions test scores. 
2. The deadline for receipt of all application materials is February 1, 1980. 
3. Requests for application forms should be addressed to: 
Mr. Paul L. Gerhardt, Administrative Secretary 
American Accounting Association 
5717 Bessie Drive 
Sarasota, Florida 33583 


FIELD OF STUDY 
The doctoral program is expected to be in accounting or in another area 
suited to preparing the applicant for teaching accounting. 

AMOUNT 
The amount of the Fellowship will be $1,000 for the year. 


DURATION 
Fellowships will be granted for one academic year plus, in some cases, the 
summer term, with the possiblity of renewal upon application for one 
additional year. 


PAYMENT 
Payment of the academic year Fellowships will be made to the recipients in 
equal installments at the beginning of each semester or quarter. Payment of 
summer fellowships will be made at the beginning of the summer term. The 
recipient must submit evidence of on-campus enrollment and satisfactory 
progress in the program prior to each payment. 


ANNOUNCEMENT OF AWARD 
Awards will be announced on or about April 15, 1980. 


ADMINISTRATION 
The program is administered by a committee composed of the three 
immediate past presidents of the American Accounting Association. 


FINALLY! renaras sanee 
DOLLAR-UNIT 
SAMPLING: 


A Practical Guide for Auditors 
by Donald A. Leslie, Albert D. Teitlebaum & Rodney J. Anderson 


The one and oniy complete guide for auditors — internal, external 
and governmental — who wish to use dollar-unit sampling in place 
of more classical sampling plans. 


Most statistical sampling auditing techniques Involve reviewing Invoices (or other 
physical units) at predetermined numeric intervals. Dollar-unit sampling is a method of 
auditing individual dollars at specific intervals. Every dollar represents, for review, the 
Invoice on which it appears; thus, a large invoice (which is much more likely to contain a 
large error) has a much greater chance of being scrutinized than a smaller one, yet the 


Commerce Clearing House, Inc., 
4025 W. Peterson Ave., Chicago, !{!. 60646 


Please send me L. COpyicopies of 
Doliar-Unit Sampling: A Practical Guide for 
Auditors (#5217) at $22.50 a copy. (To save 
postage, handling and billing charges, you 
may elect to send remittance with order. 
include sales tax where required. 


. 
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smaller invoices will be represented proportionately. 


Written by two auditors and their consulting 
statistician, Dollar-Unit Sampling is designed for 
use more by auditors than statisticians, and is writ- 
ten in clear, easy-to-understand language. Of 
course, the use of mathematics is necessary to 
demonstrate the concept, but the detailed computa- 
tions have been removed to the appendices, 


Five-Part Organization 


PART. I gives an overall view of how dollar-unit sampling fits 
Into the framework of audit evidence and testing concepts. 


PARTS il and III develop the concepts of dollar-unit sampling 
In such a way as to facilitate the auditor's comprehension. 


PART IV deals with implementation and application of 
dollar-unlt sampling. 
PART V provides substantial appendices containing detailed 
technical and mathematical explanations of the dollar-unit 
sampling technique. 


In all, 432 pages, 6” x 9”, hardbound, gold-stamped 
cover. Price, $22.50 a copy. Pub. November 1979. 


Examine This Valuable New Book 
FREE for 15 Days! 


COMMERCE, CLEARING, HOUSE, INC. 


ANAND ARAMA AYSEN N AAAA AAAA S| AAAS 
PUBLISHERS Of TOPICAL Law AEPORTS 


4025 W. PETERSON AVE., CHICAGO, ILL. 60648 


5271-2670 


Name 





Firm 





CCH Account Number 





Street & Number 
City & State 





Zip 
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UDITING THEORY AND PRACTICE, 
Revised Edition 


Roger H. Hermanson, Georgia State University, Stephen E. 
Loeb, University of Maryland, John M. Saada, Ernst & Whinney, 
and Robert H. Strawser, University of Houston 


MANAGEMENT CONTROL IN NONPROFIT 
ORGANIZATIONS, Revised Edition 


Robert N. Anthony and Regina E. Herzlinger, both of Harvard 
University 


ACCOUNTING FOR GOVERNMENTAL AND 
NONPROFIT ENTITIES, Sixth Edition 


Leon E. Hay, Indiana University 


APPLIED ACCOUNTING THEORY: Jdi 
A FINANCIAL REPORTING PERSPECTIVE pi: 
Philip E. Meyer, Boston University 
MANAGMENT CONTROL SYSTEMS: 


Text and Cases, Fourth Edition 

Robert N. Anthony and John Dearden, both of Harvard 
University 

FINANCIAL MANAGEMENT OF NONPROFIT 
ORGANIZATIONS 

Regina E. Herzlinger, Harvard University 


Examination copies for adoption consideration available on 
request; please indicate course title and text presently used. 


AJ RICHARD D. IRWIN, INC. 
Homewood, Illinois 60430 
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Make an Impact sy 


on your students 


INTRODUCTION 
TO FINANCIAL 
ACCOUNTING 
Charles J. Woelfel, 
University of North Carolina, 
Greensboro 


Impact analysis 
and ratio analysis throughout 

Using Impact Analysis (introduced in Chapter 8), 
students understand the “ripple” effect of trans- 
actions and events on financial statements, ac- 
counting categories, financial ratios, etc. Ratio 
Analysis (in every chapter) helps your students 
understand the applications and uses of Financial 
Accounting information. 


Up-to-the-minute 

Theory and Practice 
Here are the latest official pronouncements, in- 
cluding the Statement of Financial Accounting 
Standards #33, “Financial Reporting and Chang- 
ing Prices”, and the FASB Statement of Financial 
Accounting Concepts #]. Chapter 21 covers such 
current developments as price level changes, cur- 
rent value accounting and behavioral issues in 
accounting. 


11 Appendices 
There are Appendices at the end of most chapters, 
such as: Terminology Used in Income Statements, 
An Investment Primer, Steps in Bank Reconcilia- 
tion, Worksheet Methods, etc. 


Supplements 
è Solutions Manual contains answers to ques- 
tions, exercises, and problems in the text and so- 
lutions to the Practice Set, Seashore Company. 


e Student Guide includes activities, objective 
quizzes and problems. 

e Transparencies of the solutions to all problems 
è Testbank with over 30 questions per chapter 
© Working Papers 

e Practice Set: The Seashore Company 

è Checklist of Key Solutions Figures 


Contents 


Note: Each chapter contains Preview, Summary, 
Discussion Questions, Exercises, and Problems. 
I—THE NATURE AND ENVIRONMENT OF 
ACCOUNTING 

I. The Environment of Accounting 


2. Accounting: An Introduction 

II~MAJOR FINANCIAL STATEMENTS 

3. The Statement of Financial Position 

4. The Income Statement 

HI—THE ACCOUNTING CYCLE AND 
PROCEDURES 

5. The Accounting Cycle—Analyzing and Record- 
ing Transactions 

6. The Accounting Cycle—Continued 

7. Adjusting Entries 

8. Impact Analysis 

9. Data Processing Systems 

IV—CURRENT ASSETS 

10. Effective Control and Use of Cash 

il. Temporary and Permanent Investments 

12. Valuation and Control of Receivables 

13. Valuation and Control of Inventory 
V-—-LONG-LIVED ASSETS AND 
LIABILITIES 

14. Long-Lived Assets 

15. Liabilities 

VI-OWNERSHIP EQUITIES 

16. Owner's Equity at Formation 

17. Retained Earnings, Dividends, Treasury 
Stock 

i8. Single Proprietorship and Partnerships 

19. Combined Corporate Entities 
VIH—ADDITIONAL TOPICS IN FINANCIAL 
ACCOUNTING 

20. Reporting Changes in Financial Position 
21, Financial Statement Analysis, Current-Value 
Accounting, and The Human Element in Ac- 
counting 

Glossary of Terms 

Appendix of Sample Financial Statements from 
Annual Reports 

1980 700 pages (73179-2) 


ALSO FROM GOODYEAR 


Elements of Income Tax, 1980 Edition 
Richard H. Visse, Portland State University 
Glyn Hanbery, University of Denver, and 
Grant C. Schafer 


Here is a non-mechanical approach to income 
taxation that combines solid concepts, hands-on 
applications, and up-to-the-minute legislation. 
The focus is on the law and administrative de- 
cisions that most affect the individual’s income 
tax liability. Published annually August Ist. 


To Order: Write to Christopher Weyn, Goodyear 
Publishing, Dept. 8050, P.O. Box 2113, Santa 
Monica, CA 90401. Be sure to write on your 
school letterhead and include the course for which 
you wish to consider the book(s), titles of books 
you're now using, and your usual enrollment. 


Goodvear Publishing 
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Accounting Titles 
For 1980! 


There’s Not Another Text Like It... 

The new Second Edition of AN INTRODUCTION TO THE SEC by 
Skousen continues to be the only text on the market that deals with the 
nature, workings, and origin of the SEC, particularly relating to the account- 
ing profession, There are a few, lengthy technical books used by professionals 
on the subject, but this is the only text written expressly for students, Many 
new topics and features warrant your review of this new edition. 


a A 





A More Complete Package Than Ever Before— 
New Student Study Guide... 

A new Student Study Guide has been added to the COST ACCOUNT- 
ING: Planning and Control, Seventh Edition package, making it more com- 
plete than ever, As with previous editions, there are 3 practice sets (with 3 
Instructor’s Keys), Student Check Sheets, an Examinations Booklet, and an 
Instructor’s Manual accompanying the text. Most of the chapters in this 
edition have been rewritten and reorganized. Over half of the exercises and 
problems are new. 


Accounting and Today’s Manager. . . 

The new Fifth Edition of MANAGERIAL ACCOUNTING by Moore and 
Jaedicke focuses on how managers can use accounting data and accounting 
procedures to solve corporate problems—and in planning and controlling busi- 
ness activities. The chapters have been extensively revised to concentrate more 
on managerial accounting. For example, Chapter 1 in this edition begins 
with the budgetary process, with an overview of accounting and practice 
problems now in Appendixes A and B. 


SEND FOR YOUR EXAMINATION COPIES TODAY. 


SOUTH-WESTERN PUBLISHING CO. 


5101 Madison Road, 355 Conde Street, > 14910 Gemini Lane, 925 Spring Road, 855 California Avenue, 
Cincinnati, OH 45227 West Chicaga, 1.60185 Dallas, TX 75229 Pelham Manor, NY 10803 Palo Alto, DA 94304 
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NOW AVAILABLE 


EMPIRICAL RESEARCH IN ACCOUNTING: 
A Methodological Viewpoint 


by 
A. Rashad Abdel-khalik 
and 
Bipin B. Ajinkya 


University of Florida 


This monograph is an outgrowth of a continuing education course entitled “research 
appreciation,”’ which has been offered by the American Accounting Association for 
about five years. Its main objective is to introduce new students to some empirical 
research approaches and methods used in accounting. 

The monograph consists of two main parts. Part I deals with basic concepts of theory 
construction and verification. The scientific method is introduced and is contrasted 
with the naturalistic view of research. A general view which advocates a marriage 
between the two approaches is presented. Concepts of causality, models, theories and 
research design are explained in general terms and by reference to accounting research. 
Examples of common types of research design are illustrated with emphasis on the 
similarities as well as the distinctions between experimental and quasi-experimental 
research. The essentials of control, external validity, internal validity, reproducibility 
and triangulation are introduced as criteria of research quality. Numerous illustrations 
from accounting literature are provided. 

Part II of the monograph consists of summaries of a set of accounting research articles 
reflecting different topics, designs and approaches to data collection. These are followed 
by an integrated analysis that discusses issues of motivation, design, controls and other 
important dimensions of the research act. All of these dimensions are discussed with 
specific reference to the articles which were summarized earlier in the monograph. The 
monograph concentrates on empirical, rather than analytical, research. It is offered as 
“one possible view” and no claims are made as to perfection or completeness of pre- 
sentation. 

Finally, the monograph ends with a set of exercises which consists of sequences of 
research articles on four accounting problem-topics. Each sequence includes articles 
and research publications which trace the development of thought and of research 
methods concerning that particular problem-topic. The monograph is expected to be 
particularly useful to those who want to read and critically appreciate modern research 
or those who are about to begin doing it. 


Published by the American Accounting Association 
AAA members may order at the special members’ price from 


American Accounting Association 
5717 Bessie Drive 
Sarasota, FL 33583 
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Even better 


the second time around? 





PRINCIPLES OF ACCOUNTING 


Second Edition 
PAUL H. WALGENBACH, University of Wisconsin 
NORMAN E. DITTRICH, University of Tennessee 
ERNEST i. HANSON, University of Wisconsin 


In the new Second Edition of this successful intro- 
duction to financial and managerial accounting, 
the authors have broken down procedures and 
concepts into even smaller, more manageable 
steps. More than one-third of the 
problems are entirely new, and 
there are more single-topic problems, compre- 
hensive new Demonstration Problems with solu- 
tions, and realistic Business Decision Problems 
throughout the book. Other changes in the Sec- 
ond Edition include: 


H an expanded sequence of cost and managerial 
accounting chapters 

E coverage of partnership accounting preceding 
corporate accounting 


@ chapters on statement of changes in financial 
position, financial statement analysis, and consoli- 
dated financial statements rewritten for greater 
clarity 


E new boxed inserts with enrichment material 
and accounting applications 


H in-depth coverage of accounting principles 
moved to Chapter l6 and incorporated with 
updated material on price-level and current value 
accounting 

Publication: February !980 

1024 pages (probable) 

To be accompanied by: Test Item File; Study Guide; 
Practice Sets; Working Papers; Solutions Manual; 
Achievement Tests; Transparencies 


eT 
HARCOURT BRACE JOVANOVIGH, INC. 


New York * San Diego * Chicago « San Francisco * Atlanta 


AMERICAN ACCOUNTING ASSOCIATION 
A Color Videocassette No. 3 | 


‘“Management’s Responsibilities for Internal Accounting Control: The Impact 
of the Foreign Corrupt Practices Act” 


A videotaped panel discussion among Alan Certain, Price Waterhouse & Co.; 
Kenneth Johnson, Coopers & Lybrand; and Eugene Minahan, Chairman of 
the AICPA Special Advisory Committee on Internal Accounting Control; 
Henry Jaenicke, Franklin and Marshall College, Moderator. 


The subject of the videotape is the impact of the internal accounting control 
requirements of the foreign corrupt practices act (FCPA), which is now part of 
Section 13(b) of the Securities Exchange Act of 1934. The panel discusses the 
meaning of internal accounting control, the requirements of the FCPA, how to 
evaluate a system of accounting controls for compliance with the Act, the cost/ 
benefit analyses that are implicit in the Act, and the impact of the Act on the 
future of the accounting profession. The presentation assumes that the viewer is 
not familiar with the FCPA or the nature and objectives of internal accounting 
control. 


The videotape was produced under the auspices of the Committee on Account- 
ing Education of the American Accounting Association, and was made possible 
by a grant from Price Waterhouse & Co. 


Intended Audience: Students of the intermediate level and above. 
Length: 46 minutes 
Media: Color Videocassette, 3” 
Price: Members $85.00 
Nonmembers $85.00 
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ORDER FORM 


We wish to purchase a copy of Videotape No. 3 entitled, “Management’s 
Responsibilities for Internal Accounting Control: The Impact of the Foreign 
Corrupt Practices Act” 


T Check Enclosed 
O Please Invoice 


Invoice to: 


Ship to: 
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Coming in Spring a 


ADVANCED ACCOUNTING, Fourth Edition 

Charles H. Griffin, University of Texas, Thomas H. Williams, University 
of Wisconsin, and Kermit D. Larson, University of Texas 

A completé package of teaching aids will be available. 


Available Now 


INTERMEDIATE ACCOUNTING, Fifth Edition 

Glenn A. Welsch, Charles T. Zlatkovich, and Walter Thomas Harrison, 
Jr., all of the University of Texas 

A complete package of teaching aids is available. Z 


ACCOUNTING: Text and Cases, Sixth Edition 


Robert N. Anthony, Harvard University, and James S. Reece, The University 
of Michigan 


ACCOUNTING PRINCIPLES, Fourth Edition 
Robert N. Anthony and James S. Reece 


ACCOUNTING PRINCIPLES WORKBOOK, Fifth Edition 
James S. Reece and Robert N. Anthony 


ACCOUNTING: A Management Approach, Sixth Edition 


Gordon Shillinglaw, Columbia University, Myron J. Gordon, University 
of Toronto, and Joshua Ronen, New York University 
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Examination copies for adoption consideration available on 
request; please indicate course title and text presently used. 


RICHARD D. IRWIN, INC. 
Lomewood Illinois O60480 






= i 
n ye 


ST a Rin 
ws owt 
Fes 


-f 





e es 2 A 
toil oe _* x 5 wai 2 


Tax laws make 
most tax texts 
old before their time. 


> 


Most, but not all. Because the new second printing of Raby — now available — includes a new 
appendix . . . so you don’t have to teach this semester’s tax course with last years information. 









The new Appendix B ensures that all the information students and teachers deal with is con- 
stantly updated — not outdated. The Appendix covers the 1978 Revenue Act and is carefully 
referenced to individual chapters to show how the Act applies to each. This means that students 
won't have to look any further than the back of the book for this important information. 


The text itself has been reorganized to reflect other important recent legislation, such as the 1976 
Tax Reform Act and the 1977 Tax Reduction and Simplification Act. The chapter on Estate 
‘Taxes, Gift Taxes, and Trusts and Insurance has been rewritten, and a new concluding chapter 
on tax reform pulls together various aspects of reform discussed elsewhere in the book. 


The Income Tax and Business Decisions, 4E, helps students develop research skills to seek 
out answers to the tax aspects of business situations. Focusing on the differences between finan- 
cial and tax accounting, the text provides students with the necessary techniques to do or review 
a tax accrual or tax provision. And computational problems give students a greater familiarity 
with tax forms. 


If your present text isn’t in step with the current tax law changes, maybe it’s time you made a 
change in texts. 


1978 cloth 525 pp. 


Prentice-Hall 


For further information, or to reserve an examimation copy of the second printing, please write 
to: Robert Jordan, Dept. J-173, Prentice-Hall, Inc., Englewood Cliffs, New Jersey 07632. 
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Auditing: 


Philosophy and Technique 
Second Edition 

John W. Cook and Gary M. Winkle 
both of Georgia State University 
About 600 pages. Instructor's Manual 
Just published 


Cook and Winkle offer a balanced presenta- 
tion of the concepts and procedures of audit- 
ing. They first explain the professional 
environment, move on to fundamental tech- 
niques of the audit process, then describe 
specific procedures used by auditors. 

_ The Second Edition discusses the latest 
issues influencing the profession, and fea- 
tures many new illustrative audit programs, 
flow charts, working papers, and statis- 
tical applications to enhance student 
understanding. 


Advanced Accounting: 
Theory and Practice 


James B. Cameron 

Brigham Young University 

Charles J. Woelfel 

University of North Carolina, Greensboro 
James W. Pattillo 

Manager, Crowe, Chizek & Company, CPAs 
816 pages- Solutions Manual + Student Check 
Sheets for Problems» 1979 


The new model for advanced courses that 
treats not only traditional topics but also ac- 
counting and reporting practices of selected 
non-regulated and regulated industries. 


Cost Accounting: 
Principles and Managerial 
Applications, Fourth Edition 


Gerald Crowningshield, Emeritus, and 
Kenneth A. Gorman 

both of Rider College 

819 pages: Instructor’s Manual > 1979 


For the Fourth Edition of this well-established 
text, Crowningshield and Gorman have added 
three new chapters on quantitative methods 
as well as discussions of zero-base budgeting 
and yield variances, 


Basic Cost Accounting Concepts 


Henry R. Anderson 

California State University, Fullerton 
Mitchell H. Raiborn, Texas Tech University 
633 pages: Instructor's Manual with 
Solutions» Test Bank: 1977 


For adoption consideration, request examination 
copies from your regional Houghton Mifflin Office. 


© any 


5 
Houghton Mifflin 


Dallas, Texas 75234- Geneva, IHinois 60134 
Hopewell, New Jersey 08525 
Palo Alto, California 94304 
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A difficult process to learn. And the most To teach this, the authors integrate basic 
fundamental concept in auditing. concepts with practical results. It’s a cause- 

But teaching it to students can be a problem. and-effect approach that works. 

How do you teach them the nature and This is important. Especially when you 
amount of evidence to gather from each consider the new emphasis on accountability 
client? What their legal liabilities are? And —a direct result of legal cases, and reports 
where professional ethics come in? from the Commission on Auditor’s 

Responsibility, the Securities and Exchange 

With the new Second Edition of Auditing: committees, and the Moss and Metcalf 
An Integrated Approach, by Alvin A. Arens, committees. 

Michigan State University and James K. Auditing. It tells students what they need 
Loebbecke, Touche Ross and Company. te ae Aad howto weet 

Its primary emphasis is on the auditor's 1980 832pp. cloth 
decision making process—determining For more information, or to reserve an 
objectives, circumstances, and consequences examination copy of this book, write: Robert 
for each client. So he can gather and evaluate Jordan, Dept. J-174, Prentice-Hall, Inc., 
the appropriate evidence. Englewood Cliffs, N.J. 07632 


Prentice-Hall 
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Current Assets 


AN INTRODUCTION 


TO TAXATION 


1980 Edition 

RAY M. SOMMERFELD, University of Texas, Austin 
HERSHEL M. ANDERSON and 

HORACE R. BROCK, North Texas State University 


Like its predecessors, the 1980 Edition of this best- 
selling annual text represents an effective blend of pro- 
cedure and theory: it offers students and 
instructors the up-to-date accuracy 
of a tax manual combined with the 
conceptual framework ofa textbook 
— all within a single, coherent narrative. Among the 
‘specific changes in the 1980 Edition are: 


W substantially revised problem material, now divided 
into three categories: chapter content problems; sup- 
plemental problems that require information from the 
text and some elementary research; and tax return 
problems 


W anew appendix that introduces the elementary 
research tools needed to work the supplemental 
problems 


` E new discussions in Chapter 16 of tax credits, includ- 
ing investment, energy, job, and farm credits 


E a revised Chapter 7 that reflects 1978 legislation and 
its impact on credits for job creation and homeowners’ 
benefits 


Accompanied by: Instructor’s Manual with solutions to 
problems, suggestions for alternate chapter sequences 
and problem assignments, and transparency masters to 
accompany Chapters 2,3,21,27, and 28 (20 color slides, 
also applying to these chapters, available upon 
request); Semiannual Alert that provides an update on 
recent changes in the tax laws; and packets of 1979 Tax 
Forms. 





FINANCIAL 


ACCOUNTING 


An Introduction 

Second Edition 

PAUL H. WALGENBACH,, University of Wisconsin 
NORMAN E. DITTRICH, University of Tennessee 
ERNEST I. HANSON, University of Wisconsin 


Noted for its outstanding problem 
material, chis introduction to the ideas, proce- 
dures, and applications of financial accounting begins 
with a presentaticn of the accounting cycle and pro- 
gresses logically through the balance sheet accounts. 
Flexibility is built into the pregram 
through four appendices (miniature chapters complete 
with problem material) interspersed throughout the 
textbook and through the excellent study aids and 
teaching materials: Study Guide, Practice Sets A and B, 
Working Papers, Solutions Manual, Achievement Tests, Key 
to Achievement Tests, Checklist of Key Figures, and 
Transparencies. 


Hal 


HARCOURT BRACE JOVANOVICH, INC. 


New York San Diego ° Chicago ¢ San Francisco * Atlanta 
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Business Publications, Inc. 
featured fttractions 


6 9 ° 
Accounting Principles 
Roger H. Hermanson, Georgia State University, James Don 


Edwards, The University of Georgia, and Roland F. Salmonson, 
Michigan State University 


Study Guide/ Working Papers/ Check Figures/ Practice Sets/ 
Instructor’s Manual 
Coming in 1980 


Concepts for Planning, Control, Decision Making 

Revised Edition 

Ray H. Garrison, Brigham Young University 

Solutions Manual/Study Guide/Test Bank/Check Figures/ 
Transparencies 

Published in 1979 


i it y . 
Auditing 
Revised Edition 


Jack C. Robertson, The University of Texas 

Instructor’s Manual/Learning Aid 

Published in 1979 

The Apple Blossom Cologne Company: Audit Practice Case 
C. Dewey Ward, Michigan State University and 

Jack C. Robertson 


Suite 1121 
13773 N. Central Expressway Dallas, Texas 75243 


Examination copies for adoption consideration available on 


Managerial Accounting 


Business Publications. Inc. | 


request; please indicate course title and text presently used. | 
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i 
Millers 


COMPREHENSIVE 


GAAP 
-GUIDE 


A comprehensive restatement 
of all current promulgated 











Martin A. Miller 


1980 


Written in plain simple English, the 1980 
Comprehensive GAAP Guide includes every single 
promulgated accounting principle in use today. The 
utmost care has been exercised to avoid incom- 
prehensible language. Each promulgated principle is 
thoroughly reviewed in a logical format that is easy to 
understand. 

important nonpromulgated accounting principles 
have been integrated throughout the text in an effort 
to give the reader a more complete perspective of the 
specific subject matter. 

The chapters in the GAAP Guide are arranged by 
subject matter in order to bring together related pro- 
nouncements of different dates. Comprehensive illus- 
trations are used generously to demonstrate specific 









Generally Accepted Accounting Principles 


Order your 
copies today. 













Current through FASB 
Statement 33 and FASB 
Interpretation 30... 

NEW THIS YEAR coverage 
of important pending 
Exposure Drafts. 


concepts and principles. Apparent conflicts in the 
promulgated pronouncements and other important in- 
formation are highlighted by special observation 
paragraphs. 

An innovative Disclosure Index has been provided 
which contains both required and recommended dis- 
closures currently in use. This index has been designed 
to assist the preparer or reviewer of financial state- 
ments in determining whether necessary disclosures 
have been properly made. 

This handy reference to current accounting prin- 
ciples is a must for every accounting practitioner, 
controller, financial executive, internal auditor, and 
professional staffmember. 


Probably the best investment you can make towards professional competency! 


Department MCCR 19th Floor 
Harcourt Brace Jovanovich, Inc. 
757 Third Avenue 

New York, N.Y. 10017 


Please send me 


Comprehensive GAAP Guide(s). 


. 


Enclosed is $15.00 for each copy. Quantity discount of 23% (plus shipping charges) on orders of 25 or more 
copies. (New York City residents please add 8% sales tax. N.Y. State residents please add appropriate state and 


local taxes.) 


i` Rush Order - Add $2.00 Per Copy For First Class Mail 


Name aeeodveweven s err e ee wee ewe veer ewe r eszes EERE ee ee ee ee a a Feeecseseaeaecaotwae evr w ene keovaeees 
Address Rae eat ease ewe eee ep Reweweeraeevrenvreeer eve vr E r a a a a r E E r E vane Pee ece eae etm®noedt ew tte wes ne & ee eevee eaveeceepeanne 
C S 7 

ity at orm u C EE Era a e a yrerb onarte ter tate #@eree Be to Hate EE SE SE E E o E E eee renee Zip a € &, ~ oy eve SE EF SE SE SE 3 tase . + 


HU 


Harcourt Brace Jovanovich, inc. 
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- ACCOUNTING 
FOR THE EIGHTIES... 





WITH FOUR GREAT NEW ACCOUNTING 


a BOOKS FROM KENT/WADSWORTH! 


| INTERMEDIATE ACCOUNTING— 
Si the first totally new intermediate 


accounting book in years! 

by Loren A. Nikolai (Ph.D., Univer- 
sity of Minnesota), University of Missouri, 
Columbia; Richard G. Schroeder 
(DBA, Arizona State University), Texas 
A&M University; John D. Bazley 


(Ph.D., University of Minnesota), University 
| | of Denver; and isaac N.Reynolds 


(Ph.D., University of North Carolina), 


University of North Carolina, Chapel Hill. 


This totally up-to-date text includes the 
latest accounting theory, principles, and 
practices, plus a refreshing new outlook on 
individual topics. Major features: 

e more complete coverage of currently 
important topics 

e an uncommonly clear and logical presen- 
tation of concepts and explanations 

© frequent use of actual corporate finan- 
cial data 

e index of CPA exam review problems 

e complete package of supplementary 
materials, including an annual newsletter 
with chapter-by-chapter updates 


| February 1980. Approximately 1,056 pages. 


7-3/8 x 9-1/4. Casebound. 


FINANCIAL ACCOUNTING: 
CONCEPTS AND PRINCIPLES— 
more than “just another financial 
accounting text”! 

by David F. Fetyko (Ph.D., 

Michigan State University), Central 

Michigan University. 

In addition to a straightforward, logical 
presentation of traditional accounting topics 
that will appeal to both majors and non- 
majors alike, this comprehensive, balanced 
and timely text features a host of major, 
innovative pedagogical aids: 

e a unitized, flexible format, with chapters 
broken down into 38 units, each having its 
own set of assignments and objectives 

e multiple-item self-tests after each unit witn 
answers in the appendix 

e concepts displayed in a strong, unique 
visual manner 

e a utilitarian design, with two colors and 
wide-margin pages throughout 

e a complete supplementary support system 

February 1980. Approximately 730 pages. 

7-1/2 x 9-1/4. Casebound. 


RECENTLY PUBLISHED! 


| INTRODUCTION TO NONPROFIT 

| ORGANIZATION ACCOUNTING— 
a new Standard in the field of public sector 

+ accounting texts. 

| by Emerson O. Henke (DBA, Indiana 

| University), Hankamer School of Business, 

| Baylor University. 


October 1979. 490 pages. 7-3/8 x 9-1/4. 
Casebound. Instructor's Manual. 


- Box TAR-JA80 


real 


| KENT/WADSWORTH 


Ten Davis Drive, Belmont, California 94002 
(Kent Publishing Company was created in 1979 as the exclusive publisher of business texts for 


Wadsworth, Inc.) 


PROGRAMMED GUIDE TO TAX 
RESEARCH — a step-by-step guide that 
unlocks the door to the intricacies of tax 
research. 

by James E. Parker (Ph.D., Michigan 
State University), University of Missouri, 
Columbia. 

October 1979. 260 pages. 6-1/2 x 9-1/4. 
Paperbound. Instructor's Manual. 


| For information on these and other Kent/Wadsworth accounting texts, write: 


If you haven’t received your complimentary wall-sized calendar, “ACCOUNTING FOR THE ACADEMIC YEAR— 
1979-1980." ask your Kent/Wadsworth sales representative. 


“The boring introductory 
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ACCOUNTING PRINCIPLES 





accounting text is 
a thing of the past” with 


DONALD F ISTVAN, DePaul University 
CLARENCE G. AVERY, University of Central Florida 


“In simply reviewing the text | obtained ideas for 
class discussion. f can new say that the 
boring introductory accounting 
text is a thing of the past,’ 

FEC. SWEIGART, University of Connecticut 


‘innovative yet solid? My examina- 
tion convinces me that this is a Better and 
more appealing presentation of 
materials.’ G. FRED WEBER, Butler University 


Since its publication in January, Accounting Princi- 
ples has received high praise from instructors 
across the country. The book’s carefully paced 
presentation includes an impressive array of 
learning devices, among them: 


E brief discussions of “Where We Have Been” 
and “Where We Are Going” at the beginning of 
each chapter and a concluding “Recap and Glance 
Ahead” 


W illustrative Exercises with solutions allowing 
students to check their progress and a variety of 
end-of-chapter problems that require students to 
bring several methods and concepts to bear on 
the material 


E flowcharts, marginal notes, lists of Key Words 
and Phrases, and a second color used throughout 


W a single enterprise, The Enviro-Cycle Shop, 
used as a continuing text illustration 


1095 pages 


Accompanied by: Study Guide; Instructor’s Manual; 
Solutions Manual; Transparencies; Practice Sets 
A,B,C, and alternate Set A with Business Papers; 
Solutions Manual to Practice Sets; Working Papers 
I and 2; Test Packages | and2; Key to Tests; Checklist 
of Key Figures; Test Booklet 


HARCOURT BRACE JOVANOVICH, INC. 


New York ° San Diego ° Chicago * San Francisco * Atlanta 


Ten Good Reasons Why CCH’s 
1980 FEDERAL TAX COURSE Is 
Today’s Most Teachable Tax Text 


The 1980 Course 


1 


9 it analyzes income tax rules in 
a light of accounting principles with 


special attention given to 


angles involved in tax decisions. 


8 In addition to hun- 
a dreds of “work-and- 
learn” tax problems, the 
1980 Course provides 
special comprehensive 
Review Problems to help 
test student understanding 
of subject matter from 
preceding chapters. 


4 Throughout, a boxed 
a feature spotlights 
theories and concepts of 
tax law rather than just 
return-making aspects. 


Theoretical and practical, the 10 


a throughout, to reflect latest tax 
changes right down to press time, 
including the 1978 Revenue Act. | 


is revised 


accounting 





6 Hundreds of examples clearly 
a illustrate complex tax situations. 


7 A special chapter, “Finding the 
a Answers to Federal Tax Ques- 
tions,’ shows students how to solve 
research problems. 


Three special tax books with 
8. filled-in and blank facsimile forms 


demonstrate the prepara- 
tion of various income tax 
return forms and permit 
practice preparation by 
students. 


A helpful Instructor’s 
=» Guide eases Course 
preparation with time-and- 
work-saving course out- 
lines and lecture notes, 
answers to text problems, 
plus special examination 
questions with solutions. 


CCH’s Tax Course has been 
= teacher-tested for effective use 


a CCH Course tells your students and is currently being used in hundreds 


why whenever it shows them how. 


of schools across the country. 


Over 1,400 Pages • 6” x 9” e Only $16.50 per Copy on Quantity Adoption 
Includes Three Supplemental Forms and Problems Booklets. 
Pub. July 1979 © A CCH Editorial Staff Publication 


Teachers! Send for Your Free Examination Copy Today! 


ERCE, CLEARING, HOUSE, INC 


en 


AAA AIRMAN LARA S Sasasa 
PUBLISHERS of TOPICAL LAW REPORTS 


4025 W. PETERSON AVE., CHICAGO, ILLINOIS 60646 


TEACH IN EUROPE 


... orin Japan, Korea, Taiwan or Australia. The University of Maryland has been offer- 
ing undergraduate courses to U.S. military personnel and federal employees overseas for 
30 years. It is currently recruiting new faculty for its European and Far East Divisions. 

Successful applicants will hold at least an MBA in accounting, have recent under- 
graduate teaching experience, and be U.S, citizens. Beyond this, they should be adaptable 
people with a zest for travel (you move from country to country as frequently as every 8 
weeks). Faculty who enjoy undergraduate teaching will be comfortable in this program. 

One-year contracts (Aug. 15~June 15), renewable if mutually agreeable make this an 
ideal sabbatical or leave arrangement. Families please note: family housing and schools 
cannot be provided and both are expensive. 

Benefits beyond the usual include: travel to and from Europe or Asia, various military 
base privileges and a devaluation allowance which protects the salary against major 
currency fluctuations. 

For more details about the program, please send your resume to; 

Dr. Julian S. Jones 

University of Maryland 

University College 

College Park, MD 20742 
An AA/EOE employer. 
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Tax Planning for Educators 


A helpful guide for all faculty members. 


Tax Planning for Educators contains a concise review of numerous tax topics of particular 
interest to educators. It should be a valuable source of ideas for tax planning and compliance 
and benefit educators and employers of educators. It is intended for the reader with some 
basic understanding of tax and does consider the Revenue Act of 1978. 


Compiled and written by the AAA Tax Information Service Commitiee 
Price: Members, $3; non-members, $6. 
Published by 
The American Accounting Association 
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MAGAZINE FOR SALE 


High quality, well-established quarterly. Nice opportunity for 
individual accountant or small group of professionals with pub- 
lishing interests. 


Complete package including trade name, subscription list, copy- 
rights, back issues, and data processing software to maintain 
subscriber file. Software may be processed by local service bureau. 


Please write to Box #1000 
American Accounting Association 
5717 Bessie Drive 

Sarasota, FL 33583 


NORTHEASTERN UNIVERSITY 
College of Business Administration 


THE LILLIAN L. AND HARRY A. COWAN 
RESEARCH PROFESSORSHIP IN ACCOUNTING 


Through the generosity of the late Harry A. Cowan and the Cowan Foundation, an endowed chair 
has been established in the names of Lillian L. and Harry A. Cowan. The Cowan Chair is to be 
used to stimulate research and leadership in Accounting through publications, seminars, and other 
professional activities. 


Appointments to the Cowan Chair will be for a two-year period, with provision for reappoint- 
ment and is available without regard to rank or tenure status. The Chair offers a significantly 
reduced teaching load with a generous and negotiable salary, and an additional grant for research 
support. 


Applicants should be productive scholars with promise of significant future contributions in the 
areas of research, teaching, and professional activity. 
Applications, nominations, or inquiries on particulars should be addressed to: 


Dr. Robert J. Hehre 
Accounting Group 

404 Hayden Hall 
Northeastern University 
Boston, Massachusetts 02115 


Northeastern University is an equal opportunity/affirmative action institution and employer. 





The new standard 
for the first course in auditing... 


Modern 
Auditing 


Walter G. Kell, Ph.D., CPA Richard E. Ziegler, Ph.D., CPA 
University of Michigan University of Illinois at Urbana 





CLEARLY PRESENTED FOR UNDERGRADUATES, 
CHALLENGING ENOUGH FOR YOUR GRADUATE STUDENTS, 
MODERN AUDITING IS A MAJOR ADVANCE OVER 

PREVIOUS TEXTS IN THE FIELD... 


Æ Unique synthesis of contemporary and traditional approaches 
emphasizes transaction cycles in the cesign, study, and evaluation of 
internal control systems while retaining established methodology for 
the verification of related account balances. 


* Maximizes student understanding of the audit function through an 
innovative presentation of the sequential pattern of basic audit rela- 
tionships, tests of transactions, tests of balances, and reporting and 
other responsibilities. 

* Realities of current practice are demonstrated in the design and 
explanation of audit pregrams-— illustrated within a framework of 
audit objectives which provide insight into the “why” as well as the 
“how” of auditing. 

* Extensive coverage is given fo EDP and statistical sempling including 
core study applications in both tests of transactions and tests of 
balances. 

* Fully authoritative, MODERN AUDITING makes extensive use of refer- 
ences fo the professional literature and pronouncemenis of the 
Auditing Standards Board —all carefully integrated with the text. The 
work of experienced teachers at institutions with major accounting 
programs, the book has been class-tested and reviewed by leading 
accounting educators and audit partners of professional 
accounting firms. 





PARTIAL OUTLINE OF CONTENTS: 


PART I- FUNDAMENTAL 
RELATIONSHIPS 

Auditing and the Public Accounting 
Profession— Quality Control and the 
Audit Process—Evidential Matter /Audit 
Working Papers. 


PART Il-STUDY AND EVALUATION 
OF INTERNAL CONTROL 

Internal Control Principles and Review 
Concepits—Sampling for Atfriputes — 
Auditing Electronic Data Processing 
Systems- Tests of Revenue Cycle: Sales 
Transactions — Tests of Revenue Cycle: 
Cash Receipts and Sales Adjustments 
Transactions — Tests of Expenditure 
Cycle: Purchases and Cash Disburse- 
menis Transactions — tests of Exoendi- 
ture Cycle: Payroll Transactions and 
Tests of the Production Cycle. 


PART Ill- VERIFICATION OF 
ACCOUNT BALANCES 


Estimation Sampling for Variables — 
Tests of Cash and Revenue Cycle Bal- 
ances — Tests of Expenditure and 
Production Cycle Balances -— Tests of 
Investing and Financing Cycle Bal- 
ances— fests of Income Statement 
Balances/Completing the Audit. 


PART IV—REPORTING AND OTHER 
RESPONSIBILITIES 

Reports on Audited Financial State- 
ments —Other Reports and Services — 
The Code of Professional Ethics— 
Accountant's Legal Liability—The 
Independent Accountant and the 
securities and Exchange Commission. 


Illustrative materials are especially clear, concise and relevant fo accompanying 
text material as demonsirated by manual and EDP flowcharts, internal control 
questionnaires, audit programs, audit working papers, and audit reports. from 
actual practice. 


student aids feature special introductory study objectives for each chapter and 
extensive end-of-chapter materials including many original questions and 
problems, a variety of questions and problems from uniform examinations 
administered by professional organizations, and case studies drawn from actual 
practice. A separate Study Guide of chapter outlines and objective questions has 
been developed to accompany the text. 


An Instructor's Manual is available. 


In requesting your complimentary examination copy, please specify your 
course number and title, enrollment, and present text. 


Write to: 
We 
GE 


College Division 
Warren, Gorham & Lamont, Inc. 
210 South Street, Boston, Massachusetts 02111 


In the McGraw-Hill 
tradition of excellence 
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Serge Matulich texas christian 
University, and Lester E. Heitger 


indiana Universit 

1980, 736 pages (tent.), $16.95 (tent.) Study Guide, 
Service Firm Practice Set, Merchandising Firm 
Practice Set, Working Papers, Solutions Manual, 
Test Bank, Overhead Transparencies. 

The first volume of Matulich and Heitger’s 
outstanding two-volume set on financial and 
managerial accounting, this text will guide 
your students from basic concepts to a high 





Lester E. Heitger indiana University, and 


Serge Matulich texas christian University 
1980, 736 pages (tent.), $17.95 (tent.) Study Guide, 
Job Ordey Costing Practice Set, Profit Planning and 
Performance Measurement Practice Set, Solutions 
Manual, Examination Questions, Overhead 
Transparencies. 

This complete learning and teaching 
package features a thorough, practical, and 





Loudell O. Ellis University of Alabama in 
Birmingham, and Ronald J. Thacker 


University of New Orleans 
1980, 1250 pages (tent.), $20.00 (tent.) Solutions 
Manual, Study Guide, Working Papers (Chapters 
1-12), Working Papers (Chapters 13-25), Practice Set, 
Tests and Examinations, Overhead Transparencies, 
List of Supplementary Readings 

This practical and thorough new text covers 


COLLEGE DIVISION 
McGRAW-HILL BOOK COMPANY 


1221 Avenue of the Americas., New York, N.Y. 10020 


Intermediate Accounting 


lccounting IN Accounting 
nancial Accounting 


level of achievement. Issues are clearly 
explained and carefully organized, with 
treatment of difficult topics — such as 
statements of change in financial position— 
reserved until students are capable of 
understanding them. The excellent selection of 
questions, exercises and problems has been 
independently reviewed for complete accuracy, 
and the supplement package, prepared by the 
authors and one of the best available, is truly 
supportive of you and your students. 


Managerial Accounting 


carefully interrelated treatment of many issues, 
such as alternative choice decision making 
concepts, product costing, and the not-for- 
profit sector of the economy (subject of a full 
chapter). 

The text is easy to read and understand, 
includes many learning aids, and is enhanced 
by a very substantial supplement package, 
prepared by the authors, to make the book 
especially effective. 





all the topics encountered in an intermediate 
course, and is available with an extensive 
supplement package written entirely by the 
authors. The text is organized around the FASB 
Conceptual Framework Project. The problems 
have been thoroughly checked jor accuracy, 
and they relate particularly well to the text 
coverage because the authors wrote them 


concurrently with the texi. 
. m y F 
be 
Hill 


Prices subject to change. 





| McGRAW-HILL TEXTS: 


FINANCIAL 
ACCOUNTING, 


THIRD EDITION 


Walter Meigs, Emeritus, 
University of Southern 
California and 


Robert Meigs, 


School of Accountancy, San 
Diego State University 

1979, 750 pages, $16.95 
Study Guide, Solutions 
Manual, Practice Set, 
Achievement Tests and 
Comprehensive Examination 
(packaged in sets of 20), 
Additional Examination 
Questions, Accounting 
Worksheets, Overhead 
Transparencies, Visual 
Classroom Displays, Learning 
Objectives Booklet 


Financial Accounting by 
Meigs and Meigs is ideal for a 
one semester introductory 
course in financial accounting. 
It offers a practical treatment 
of accounting principles as 
well as a realistic 
understanding of the rationale 


behind the accounting process. 


e All material reflects the 
latest pronouncements of the 
FASB and SEC. 

e All chapters include 
questions, exercises, 
problems, and business 
decision problems. 

In a style that is clear and 
motivating, the authors 
consider the latest concepts 
and practices of financial 
accounting, providing an 
overview of financial 
statements along with the 
underlying theory and 
alternatives. More 
sophisticated topics, such as 
present value or earnings per 
share, are covered just as 
effectively. 


When 
your 
Students 
are 
new to 
accounting, 


and 
even when 
they’re 
not. 





ECR RW HIE 
ccounting 


Enjoy the benefits of these 
proven successes — 
contact your local 
McGraw-Hill representative 
today! 


COLLEGE DIVISION 
McGRAW-HILL 
BOOK COMPANY 


1221 Avenue of the Americas 
New York, N.Y. 10020 





MODERN 
ADVANCED 
ACCOUNTING, 


SECOND EDITION 
Walter B. Meigs, 


Emeritus, University of 
Southern California, 


A.N. Mosich and 


E. John Larsen, 

both of the University of 
Southern California 

1979, 744 pages, $20.00 
Solutions Manual, Checklist of 
Key Figures, Worksheets, 
Study Guide, Examination 
Questions Manual, Overhead 
Transparencies 


This extensive revision of a 
highly respected text continues 
to provide accurate and up-to- 
date treatment of sophisticated 
new financial accounting topics. 
Many features distinguish the 
second edition of this text, 
including: 

Coverage of consolidated 
financial statements increased 
from 4 to 6 chapters. 

e A new section on the 
preparation of a consolidated 


statement of changes in financial 


position. 

Separate coverage of pur- 
chase accounting and pooling 
accounting for parent-subsidiary 
business combinations. 

In addition to an unparalleled 
supplement package, Modern 
Advanced Accounting features a 
variety of review questions, exer- 
cises, short cases for analysis 
and decision, and problems. 


Many illustrations are taken from 


published financial statements, 
and the text incorporates the 
latest pronouncements of the 
FASB, AICPA, and SEC. 


Prices subject to change. 





American Accounting Association 


PAUL L. GERHARDT, Administrative Secretary 
5717 BESSIE DRIVE, SARASOTA, FLORIDA 33583 


Publications in Stock 


(Monographs—Nos. 1, 2, 4, 5, and 7 are out of stock. } 


PUBLICATION 
Monograph-No. 3, AN INTRODUCTION TO COR- 
PORATE ACCOUNTING STANDARDS BY W.A. 
Paton and A. C. Littleton, 156 pages.............. 
Monograph-No. 5, STRUCTURE OF ACCOUNT- 
ING THEORY by A. C. Littleton, 234 pages....... 
Monograph-No. 6, THE PHILOSOPHY OF AUDIT- 
ING by R. K. Mautz and Hussein A. Sharaf, 248 pages 
PRICE LEVEL CHANGES AND FINANCIAL 
STATEMENTS, CASE STUDIES OF FOUR COM- 
PANIES by Ralph C. Jones, 179 pages............ 
PRICE LEVEL CHANGES AND FINANCIAL 
STATEMENTS, BASIC CONCEPTS AND METH- 
ODS, by Perry Mason, 32 pages... .......0.20. eee 
Combination Pric€......cccccesssveseceeeves 
EFFECTS OF PRICE LEVEL CHANGES ON 
BUSINESS INCOME, CAPITAL AND TAXES, by 
Ralph C. Jones, 199 pages. ..... cece eee ee tees 
Combination price for above 3 volumes, paper.. 

Booklet-ACCOUNTING AND REPORTING 
STANDARDS FOR CORPORATE FINANCIAL 
STATEMENTS AND PRECEDING STATE- 
MENTS AND SUPPLEMENTS, 64 pages......... 
THE ACCOUNTING REVIEW............ 0000. 
The following issues are available: (annual index is 
bound in the October issue): 
1965 through present-all issues; except April, 1972 & 
April, 1977 

Issues prior to January, 1964 must be ordered from: 
Kraus Reprint Corp.—16 E. 46th St., New York, NY 
10017 
American Accounting Association Periodic Commit- 
tee Reports Supplement to 1977 Accounting Review 
(Copies of the 1969, 70, 73, 74, 75 & 76 volumes are 
AISOAVANAUIC) ices Clee wieder aie seeds 
A STATEMENT OF BASIC ACCOUNTING THE- 
ORY by The Committee to Prepare a Statement of 
Basic Accounting Theory, 100 pages............... 
-LATEMENT ON ACCOUNTING THEORY AND 
THEORY ACCEPTANCE, by The Committee on 
Concepts and Standards for External Financial Re- 
ports OL DACs aussie se State hee eee bees 
A STATEMENT OF ACCOUNTING PRINCI- 
PLES, by Sanders, Hatfield, and Moore, 138 pages.. 
TAX PLANNING FOR EDUCATORS by the Com 
mittee on Tax Information (1978), 96 pages. 
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STUDIES IN ACCOUNTING RESEARCH: 
Volume No. 1, Investment Analysis and General 
Price-Level Adjustments, by T. R. Dyckman, 76 


PAGES kd E E teh ewes $4.00 $6.00 
Volume No. 2, Accounting and Information Theory, 
by Baruch Lev, 84 pages............ 2c cee ceeces $4.00 $6.00 
Volume No. 3, The Allocation Problem in Financial 
Accounting Theory, by Arthur L. Thomas, 122 pages $4.00 $6.00 


Volume No. 4, Accounting Controls and the Soviet 
Economic Reforms of 1966, by Bertrand Horwitz, 


meN e see eure eee secon ee teense $400 $6.00 
Volume No. 5, Information Evaluation, by Gerald 
A. Feltham, 149 pages.......... 0. 0c cece ce eeeee $4.00 $6.00 


Volume No. 6, A Statement of Basic Auditing Con- 
cepts, by The Committee on Auditing Concepts, 


SS Dates iw inttun casera wee steasceereees $4.00 $6.00 
Volume No. 7, Valuation of Used Capital Assets, by 
Carl Beidleman, 84 pages..........0ceee eee enes $4.00 $6.00 


Volume No. 8, Obtaining Agreement on Standards 
in the Accounting Profession, Maurice Moonitz, 


OF PACCS EENE TRE ee T E T $4.00 $6.00 
Volume No. 9, The Allocation Problem: Part Two, 
by Arthur L. Thomas, 194 pages................ $4.00 $6.00 
Volume No. 10, Theory of Accounting Measure- 
ment, by Yuji [jiri, 210 pages.............00008. $4.00 $6.00 


Volume No. 11, The Impact of Audit Frequency on 
the Quality of Internal Control, by Russell M. Bare- 
feld, 80 Pages ce cele er eniensaences $4.00 $6.00 
Volume No. 12, A Comparative Analysis of Selected 
Income Measurement Theories in Financial Ac- 


counting, by James A. Anderson, 120 pages...... $4.00 $6.00 
Volume No. 13, Measurement in Accounting Infor- 
mation Criteria, by Theodore J. Mock, 116 pages... $4.00 $6.00 
Volume No. 14, Phantasmagoric Accounting, by 
Robert E. Jensen, 200 pages.....,....+eceeeeees $4.00 $6.00 


Volume No. 15, Adaptive Behavior: Management 
Control & Information Analysis, by Hiroyuki Itami, 
1G4 PAGS je cc cis oesen se shame ats Se oeeas $4.00 $6.00 
Volume No. 16, Earnings or Cash Flows: An Ex- 
periment on Functional Fixation and the Valuation 
of the Firm, by A. Rashad Abdel-khalik and 
Thomas F. Keller, 101 pages... ...........00eee. $4.00 $6.00 
ACCOUNTING EDUCATION SERIES: 
Volume No. 1, Accounting Education: Problems and 
Prospects, edited by James Don Edwards, 602 pages $7.00 $14.00 
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ae Tampa Data Center is your way to get faster 
turnaround of Computerized General Ledger and 
Computerized Timekeeping for accountants. 


OE ® A 

fou Il save Time and costs. 
Because both input and finished data are 
produced right here in Tampa, you get your finished 
reports much sooner than ever possible before. 
Once they're delivered by your choice of courier 
service or first class express, you'll have additional 
time to make the proper management decisions 
for your clients. And you'll control your own time 
and staff costs. Because Safeguard does the 
clerical work you once had to add personnel to 


oj accomplish. 
$ “The Safeguard Business System 
kage is now complete. 
Å You arobaini arad enjoy the advantages of 
a j Safeguard One-Write Systems. And the profes- 


$ sional service of a local Safeguard Distributor. 
i Now, Safeguard offers you another valuable 








service. The Tampa Data Center. The closest point 
Å between you and fast Computerized Financial 
Reports. To learn more, return the attached 
Å j coupon today. 
Fm ene etter a ence cn eh ne 


fat Safegt lard Jant turnaround: 
BUSNESS SYSTEMS WP INC, 


9 Se Send more i foriation 
Have my Safeguard Distributor contact me 
5100 W. Kennedy Blvd. O Invite me to a demonstration 








Suite 150 
epee” = 
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ADDRESS 
CY a STAT ZIP 


©4979 Safeguard Business Systems, Inc. PHON Ei rn 
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A COLOR VIDEOCASSETTE 


“Current Value and GPL Accounting: A Conversation with John 
C. Burton and Robert T. Sprouse.” 


Moderator: Stephen A. Zeff, Rice University 


Produced under the auspicies of the Committee on Accounting Education 
of the American Accounting Association, in cooperation with Arthur Ander- 
sen & Co. Questions probe Messrs. Burton and Sprouse’s thinking on re- 
placement-cost and current value accounting and on the usefulness of 
general price-level restatements. Among the numerous topics discussed 
are the objectives of financial statements, SEC Release No. 190 on man- 
datory replacement-cost disclosures, the controversy over the use of a 
single net-income figure, and the implications for accounting of the efficient 
market hypothesis. 


Intended audience: Students of the intermediate level and above. 
Length: 43 minutes 

Media: Color Videocassette, 34” 

Price: $85.00 


To order, write: Mr. Paul L. Gerhardt, Administrative Secretary 
American Accounting Association 
5717 Bessie Drive 
Sarasota, Florida 33583 





For Today’s Accounting Student... 


FINANCIAL ACCOUNTING Revised Edition 
James J. Benjamin, Texas A & M University 
Arthur J. Francia, University of Houston 
Robert H. Strawser, University of Houston 


MANAGERIAL ACCOUNTING 
Arthur J. Francia, University of Houston 
Robert H. Strawser, University of Houston 


READINGS AND CASES IN AUDITING 
Thomas Hubbard, University of Nebraska 
David J. Ellison, Kansas State University 
Robert H. Strawser, University of Houston 


PRACTICE PROBLEM | For Use With Intermediate Accounting 
James J. Benjamin and 
Stanley H. Kratchman, Texas A & M University 


PRACTICE PROBLEM Il For Use With Intermediate Accounting 
James J. Benjamin and 
Stanley H. Kratchman, Texas A & M University 


CASE PROBLEMS IN FINANCIAL ACCOUNTING 
Thomas R. Dyckman and 
Robert J. Swieringa, Cornell University 


CURRENT COST ACCOUNTING: Identifying the Issues 
A Book of Readings (2nd Edition) Edited by 
G. W. Dean and 
M. C. Wells, University of Sydney 


For Professional Development and MBA Programs... 


THE EXECUTIVES GUIDE TO MANAGEMENT ACCOUNTING 

AND CONTROL SYSTEMS 
William Rotch, Brandt R. Allen, C. Ray Smith 
All of the Colgate Darden Graduate School of Business Administration, 
University of Virginia 


Examination copies are available on request by writing to... 


dame publications, inc. 


P. O. Box 35556 Houston, Texas 77035 
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A trust fund has been established to provide scholarships for students of account- 
ing who have completed two years of study at an accredited college or university 
and have evidenced a real interest in the accounting profession. These scholar- 
ships are to be known as the Arthur H. Carter Scholarships in Accounting and 
will be awarded to young men and women of good character with promise of 
leadership in the field of accounting for the purpose of defraying costs of under- 
graduate or post graduate education. The scholarships will normally be in the 
amount of $2,000.00 per year and awarded on a year to year basis. 


The American Accounting Association is assisting in the administration and 
awarding of the scholarships. Approximately 20 to 30 awards will be made each 
year. Students interested in applying for an Arthur H. Carter Scholarship should 
request an application form from the AAA administrative office at 5717 Bessie 
Drive, Sarasota, Florida 33583. Recipients must be in attendance at a school 
which is an Assembly member of the AACSB. The American Accounting Assacia- 
tion is pleased to be able to assist in the making of grants to worthy students 
through the Arthur H. Carter Scholarship Fund. 


Notable Contributions to the Periodical 
International Accounting Literature 
1975-78 


This volume is the first major publication of the International Section 
of the American Accounting Association. The 15 selections in this 
“reader” reflect a variety of outstanding articles from many which were 
nominated. It is a valuable collection of articles for specialists, and it 
exposes students to issues in international accounting. 


Published by the American Accounting Association. 


Prices: Members $6; non-members $8 


Order from the AAA, 5717 Bessie Drive 
Sarasota, FL 33583. 


ACCOUNTING EDUCATION AND THE 
THIRD WORLD 


The 1976-78 Committee on International Accounting Operations and Education of the American 
Accounting Association has prepared a comprehensive study (“Accounting Education and the Third 
World”) pertaining to the impact and function of accounting education in development countries. 
The aims of this study by the International Committee are: 


1) to outline, by means of specific Third World country appraisals i in different regions, an assess- 
ment of the needs for accountancy education in socio-economic development. 

2) to set forth a conceptual and pragmatic framework for enhancing accounting knowledge, educa- 
tion and practices in Third World economies. 

3) to assess the role of educational institutions throughout the world in disseminating accounting 
know-how and expertise for developing economies, 

4) to suggest how assistance may be given to Third World countries by way of effective educational, 
training, and research programs in conjunction with local, regional, and international educa- 
tional, institutional, and development bodies. 


Closely aligned to these aims is the portrayal of the potential role of the American Accounting 
Association (AAA), together with other organizations and associations, in enhancing accounting 
knowledge and skills in developing countries, and in making available effective and efficient methods 
to help transfer and internally develop accounting knowledge skills, and related activities. 

This book, the publication of which has been generously financed by the Price Waterhouse Founda- 
tion, will be of particular relevance for educational institutions, governments, development agencies 
and others in Third World countries, and the distribution will be going to these entities in developing 
economies. Members of the AAA may obtain one copy at no charge by writing to the American Ac- 
counting Association, 5717 Bessie Drive, Sarasota, FL 33583. 


CHANGE OF ADDRESS 


PLEASE HELP US MAINTAIN YOUR. CORRECT MAILING ADDRESS. 
Notify us promptly of your new address to ensure delivery of THE ACCOUNTING REVIEW. 


OLD ADDRESS 


ZIP 
NEW ADDRESS 


ZIP 


Mail to 
THE ACCOUNTING REVIEW 
c/o the American Accounting Association 
5717 Bessie Drive 
Sarasota, FL 33583 





FASB Statement No. 33 





Financial Reporting and changing Prices 


Incorporated in the new Pyle and Larson text 


FINANCIAL ACCOUNTING 


by WILLIAM W. PYLE and KERMIT D. LARSON 


Available in January 





FINANCIAL ACCOUNTING, by William W. Pyle and Kermit D. Larson, Uni- 
versity of Texas, incorporates and explains the new reporting requirements 
of FASB Statement No. 33, “Financial Reporting and Changing Prices.” This 
new FASB Statement was made public in October, 1979. It is the most sig- 
nificant and comprehensive effort to deal with inflation that has ever been 
required in U.S. accounting. 


Pyle and Larson devote an entire chapter to the problem of inflation ac- 
counting. Both constant dollar accounting and current cost accounting 
are discussed. (Both types of information are required by FASB Statement 
No. 33). 


The text assumes the student’s previous knowledge of business is limited— 
the book builds step-by-step on that base. Each chapter begins with a set of 
measurable objectives that focus attention on important areas of coverage. 
All new words, concepts, and business practices are fully explained when 
first introduced. Each chapter ends with a glossary, list of questions, exer- 
cises, problems, alternate problems, and one or two thought provoking 
problems that are tied closely to the chapter’s material. 


Complete Package of Teaching Aids 


e Working Papers © Practice Set ¢ Study Guide ® Check Figures ¢ 
Transparencies * TestBank ¢ Solutions Manual e 


Examination copies for adoption consideration available on 
request; please indicate course title and text presently used. 


RICHARD D. IRWIN, INC. 


Homewood, Illinois 60430 - 
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Raby & Tidwell: 


A Different Approach to Taxes. | 


By the time students reach college, they want a unique approach to learning rather 
than mere memorization. 


An Introduction to Federal Taxation introduces students to the skills of tax planning. 
No other tax text does. Because most other introductory texts talk about tax laws and _ 
rules. And they make students memorize the Tax Code instead ofteaching how taxes 
apply to daily life. os 


Raby & Tidwell take a more Practical Approach. 

Rather than asking students to recite rules, their text immediately relates federal 
taxation to everyday personal and business decisions. Students learn how the 
fundamental rules of taxation can be used to the taxpayers advantage, and how tax 


planning helps people reduce their tax bite. 


Raby & Tidwell take a more Interesting Approach. 
Their text uses a hypothetical taxpayer — Billy Barnes — to illustrate the 
complexities of federal taxation. Within Billy’s lifetime, everything from a simple 

‘wage income with no deductions, to the more complex capital gain income tax and! 
gift tax, is covered. Family tax planning and the relationships between individual, : 
partnership, and family corporations are also discussed. ! 


e ee 


Raby & Tidwell’s Approach is Simple. : 
General principles of federal taxation are clearly distinquished from rare exceptions. 
In fact, many minor points of tax law are left out altogether so that students don’t 
waste time learning technicalities they may never need. For those students interested | 
in the sources of tax law, the text contains footnotes that completely reference the { 
Tax Code. Because all the highly legal and technical language i is footnoted, the text í 


remains easy to understand. : a t ' 


g i 
Raby & Tidwell’s A pproach i is Realistic. : 
The authors draw from their experience to present real life sroblens and situations, 
For example, chapter-end problems work out the various consequences marriage hé 
on an individual’s taxes. Illustrations démonstrate what a completed tax form looks 
like, Separate boxes on “Tax Planning Tips,” as well as cartoons, drawings and |! 
graphs, repeat and highlight text material. A Teacher’s Guide will be available. The 
professor may also obtain copies of Supplemental Tax Material through his local. ! 
P-H representative. These are provided free of charge in quantity. Or call Prentice- 
Hall, J.R. Chambers, toll free: 800-526-0485 to order these Supplemental Materials 


introduction to Federal Taxation, 1981 : : 
William L. Raby, Touche Ross Company Victor H. Tidwell, Arizona State Unive. 


1980 Paper , 400 pp: 
For more information, or to reserve an examination copy of this text, please write to: 


ae 
Robert Jordan, Prentice-Hall, Inc., Dept. J-157, Englewood Cliffs, N.J. 07632 ee ) oe" 
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Prentice-Hall 


